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OUR COVER 


Featured on our cover this month is Douglas Dillon, new Secretary 
of the Treasury. His appointment as Secretary was confirmed by the 
Senate on January 21, 1961. 


Secretary Dillon was born in 1909 at Geneva, Switzerland, and 
attended Groton School and Harvard University. He has received 
honorary degrees from Columbia University, Hartford College, Lafayette 
College, New York University, Williams College and Harvard. The 
Dillons make their home in Far Hills, New Jersey. 


The new Secretary began his career in 1931 in investment bank- 
ing and as a member of the New York Stock Exchange. From 1938 
until 1953 he served first as director and vice president and then as 
chairman of the board of directors of Dillon, Read & Company, Inc. 
During the same period he was the director and, subsequently, presi- 
dent of the United States and Foreign Securities Corporation. 


As a Navy officer during World War Il, Mr. Dillon was awarded 
the Legion of Merit and the Air Medal for his services at Guam, Saipan 
and the Philippines. 


From 1953 until 1957 he was in France in the position of United 
States Ambassador. Upon his return he served as Deputy Under Secre- 
tary of State for Economic Affairs and in 1958 and 1959 as Under 
Secretary of State for Economic Affairs. Until his confirmation as Secre- 
tary of the Treasury, Mr. Dillon was Under Secretary of State. 


THIS MAGAZINE is published to promote sound thought in economic. legal and 
accounting prineiples relating to all federal and state taxation. To this end it 
contains signed articles on tax subjects of current interest, reports on pending 
state tax legislation, interpretations of tax laws and other tax information 


The editorial policy is to allow frank discussion of tax issues. On this basis 
contributions are invited. Responsibility is not assumed for the contents of the 
articles or for the opinions expressed therein. Editor, Henry L. Stewart: Wash- 
ington Editor, Lyman L. Long: Business Manager, James L. Jones: Circulation 
Manager, Richara H: Lane. 
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Teodoro Moscoso, Administrator of the Commonwealth of Puerto Rico Economic 
Development Administration, was prompted to prepare these comments 

after reading ‘Some Second Thoughts on Doing Business in Puerto Rico,’ by 
Norman A. Sugarman and James A. Scott, in the August, 1960 issue of TAXES. 


HILE IT IS LEGITIMATE for authors to write of the 
negative aspects of doing business in Puetro Rico, it is in- 
cumbent upon them to maintain a legitimacy of reporting and 
to remain within the bounds of reason in reaching for conclusions. 


It is asserted in the article entitled “Some Second Thoughts 
on Doing Business in Puerto Rico” published in the August, 
1960 issue of Taxes—The Tax Magazine, and to which I shall 
refer as the article, that the provisions of the Industrial In- 
centive Act of 1953 (Act No. 6 of December 15, 1953, as 
amended) are more restrictive than those of the 1948 act. (Act 
No. 184 of May 13, 1948). In practice, the Industrial Incentive 
Act of 1953 is more liberal than the 1948 act because under the 
latter, although there was a 12-year term of exemption, only 
those that applied when the act had just been passed could be 
entitled to a full 12-year term; the others could be entitled to a 
portion of that term depending on the date of application, in- 
asmuch as all exemption ended on a specific date regardless of 
the starting date. Under the 1953 act a firm is entitled to ten 
years’ exemption regardless of the date when it gets the tax 
exemption, provided that the application is filed not later than 
midnight of December 31, 1963. After that date and hour, no 
further applications for tax exemption under the act of 1953 
will be admitted for consideration. 


Time and again throughout the article, the writers state 
in various forms the following: 


“One of the purposes of the program was to attract new 
business which would remain on the island to employ what 
once was a relatively idle local labor force. -As a part of 
assuring this, initially heavy capital outlays have been insisted 
upon.” (Italics supplied.) 


“Since the purpose of the tax exemption is to attract new 
business to the island which is prepared to remain a permanent 
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part of the local industrial economy, rather substantial initial 
capital outlays are insisted upon as a prerequisite to obtaining ex- 
empt status as a good faith deposit to assure permanency.” (Italics 
supplied.) 


There is no provision in the Industrial Incentive Act of 
1953 or the act of 1948, nor is there any imposed in the practice, 
requiring heavy initial capital outlays to obtain the exemption. 
The only requirement in the acts and in the practice is that 
the operation be considered manufacturing (instead of a serv- 
ice operation) and that it produces a manufactured product on 
a commercial scale. Whatever machinery is ordinarily used 
in manufacturing the product on a commercial scale would be 
acceptable. Time and again the Governor of the Common- 
wealth of Puerto Rico has issued grants of tax exemption 
where the value of the machinery, because of the manufactur- 
ing process of the specific product involved, has been only 
$5,000. Whenever the manufacturing process to be followed 
in the Puerto Rican operation is comparable to that followed 
in the continental United States or elsewhere, the exemption 
has been granted regardless of the investment in machinery. 


The writers further assert: 


“Any business which decides to carry on any operations 
in Puerto Rico and qualify for the exemption must, further- 
more, meet the initial requirements for exemption which in- 
clude substantial investments in permanent improvements.” 
(Italics supplied. ) 


There is no provision in the Industrial Incentive Act of 
1953 or the act of 1948 requiring, as a condition to qualify for 
tax exemption, that the business should have “substantial 
investments in permanent improvements.” On the contrary, 
Puerto Rico has plenty of industrial buildings available for 
rent. The Commonwealth of Puerto Rico, Economic Develop- 
ment Administration, through its subsidiary, the Puerto Rico 
Industrial Development Company, owns 399 industrial build- 
ings (amounting to a total area of 7,756,000 square feet; this 
total includes 29 buildings under construction), and every year 
it builds a certain number of buildings to have a reserve ready 
in advance of the demand. This is done in order to facilitate 
the operation in Puerto Rico for those firms that do not have 
enough capital to invest in permanent improvements. Also, 
the Commonwealth of Puerto Rico goes one step further and 
lends money to the manufacturing concerns through its Gov- 
ernment Development Company, for the purchase of machinery 


(Continued on page 183) 
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TAX-WISE NEWS 


Tue FIFTH CIRCUIT has taken a healthy 
bite out of the Commissioner’s overnight requirement for the de- 
ductibility of travel expense “away from home.” It did so in no 
uncertain terms, observing: “The ‘overnight’ gloss was dreamed up 
by the Department.” 


The case concerned a railroad conductor whose normal jaunt 
covered a 16-hour period away from his terminal home. There was a 
six-hour layover period at the farthest point of the round trip the 
conductor customarily made for his employer of some 40 years. The 
conductor used this layover period to rest or sleep in a hotel room, 
and he incurred the costs of lodging, meals and such incidentals as 
tips. These he deducted on his individual tax returns as travel ex- 
penses, since he was not reimbursed by his employer. 


The expenses were allowed by the appellate court, which saw fit 
not only to reverse the district court but to enter judgment then and 
there. The rule enunciated by the Fifth Circuit reads as follows: 


“If the nature of the taxpayer’s employment is such that when 
away from home, during released time, it is reasonable for him to need 
and to obtain sleep or rest in order to meet the exigencies of his 
employment or the business demands of his employment, his expendi- 
tures (including incidental expenses, such as tips) for the purpose of 
obtaining sleep or rest are deductible traveling expenses under Section 
162(a)(2) of the 1954 Code.”—Wiilliams v. Patterson, 61-1 ustc § 9183. 


" 

Tue skilled tax practitioner takes unfavor- 
able gift decisions with a grain of salt because gifts, in the main, are 
questions of fact and the intrepid tax man figures he can keep any 
transaction he has control over from falling into pitfalls. 


Here, however, is a real poser—and it so proved itself to the Tax 
Court, for there was a sharp dissent in which a second judge con- 
curred. A lady wished to secure berth for herself in an old people’s 
home which was operated by a church. She made a “room endow- 
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ment” of some $7,500, in return for which (but not in legal considera- 
tion for which) she received housing accommodations and also became 
entitled to a reduced rate. The reason it is said there was no “legal 
consideration” is because a binding contract did not come into existence. 
The home was not legally obligated to furnish living quarters; the 
woman did not bind herself to make an endowment. 


A majority of the Tax Court, however, felt there was an exchange 
—a payment in anticipation of a benefit “of an economic nature.” 
This was applying the usual, everyday standards of a gift—where 
gifts are determined to be includable in income or not—to charitable 
contributions. The dissenting judges thought that should not be done, 
for fear of handicapping charitable organizations. 


The decision stands, however; a “gift” of a room endowment in 
exchange for living accommodations is not a charitable contribution.— 
Estate of O. J. Wardwell, CCH Dec. 24,503, 35 TC —, No. 53. 


A GROUP of university professors conducted 

a seminar of postgraduate lectures on medicine while cruising the 

Mediterranean Sea. This was just what a doctor ordered for himself 

as a deductible educational expense. He wanted, he said, “to escape 

from midwestern provincialism in the field of medicine.” The lectures 

were given in the not-so-scholarly surroundings of a luxury liner, 
but they were professionally beneficial to the attending doctors. 


You guess it. Uncle Sam would pay for the strictly educational 
expense of the tour, but not for the vacation portions of a Mediter- 
ranean cruise. The Tax Court, applying the Cohan rule, permitted 
the doctor to deduct $232 of a claimed educational expense in the 
amount of some $1,800.—Reuben B. Hoover, CCH Dec. 24,604, 35 TC 
—, No. 60. 


Tue IRS HAS REWARDED investigatory 
and law-enforcement “Feds’—the G-men and T-men and their kind 
who are engaged in a particularly hazardous occupation and who 
might, therefore, under a clause of the Civil Service Retirement Act, 
be retired at as early an age as 50. The reward is the permission to let 
them keep excluding “sick pay,” if they happen to be drawing it when 
they are retired early, from income until the time they reach ordinary 
retirement age of 60 or 62. For “us civilians,” of course, “sick pay” 
is excludable from income only when it is received at a time when we 
would otherwise be working. But since G-men and T-men are often 


retired early—but only on recommendation—they are given a break.— 
Rev. Rul. 61-6. 


D ID YOUR EMPLOYER go out of business 
without giving you a withholding statement, Form W-2, showing total 
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wages earned and total tax withheld? Has your employer failed to 
furnish Form W-2? 


If the answer to either of these questions is “yes,” then you 
better tell your district director, so he can try to obtain withholding 
information for you. 


”» 


Some local district directors have been handing out releases on 
these subjects, and they stress the importance of withholding infor- 
mation as the basis of an employee’s claim for refund of taxes. It is 
well, therefore, to act promptly—-W-2 forms should be distributed by 
January 31—so that your filing or making a claim for refund will not 


be delayed. 


Another suggestion: If you file Form 1040A, use the one you 
receive in the mail. It has been prepunched with information which 
will speed up processing—and, possibly, a refund. 


W outp YOU, as a businessman, be willing 
to forego some eventual capital gain benefit on the disposition of 
property, in return for some special depreciation breaks right now? 
If you would, then you side with the majority of the firms, big and 
small, which have been polled by the Treasury Department in the 
last year on their feelings about existing depreciation laws and practices. 

About 6,000 firms were asked to present their views. A con- 
siderable majority not only felt that immediate tax relief through 
liberalized depreciation rules is called for, but they were willing to 
sacrifice any capital gain, which they might realize in the future in 
selling assets, to get the immediate relief. 


THe BIG DRIVE which the IRS inaugurated 
a little more than a year ago to get people to report income from 
interest and dividends is paying off. In 1959, some 16 per cent more 
returns than in the preceding two years reported dividend income; 
26 per cent more reported interest. And there was approximately a 
corresponding rate of increase in the amount of dividend and interest 
income shown on tax returns 


STILL ANOTHER TAX FORM has been 
added to the growing list of documents, schedules, papers and attach- 
ments that go with income tax returns. This one, however, will have 
a limited use. It is Form 2950, a statement for employers to use to 
substantiate deductions for contributions to employee benefit plans 
after the first year’s contributions. Actually, since much information 
is required to substantiate deductions, after the first year, the form 
should be helpful because it indicates clearly what information is 
required, and it will probably turn out to be a simple means of gather- 
ing the required data. 
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WASHINGTON TAX TALK 


Flood of tax bills introduced in new Congress . . . Public hear- 
ings on “instant beer’’ to be held . . . New appointments in IRS. 


TUMEROUS TAX BILLS have been introduced in Congress 
during the first month of the new Ejighty-seventh Congress, 
indicating a busy year for the tax-law writing committees. 


Among the flood of tax bills introduced were those on subjects 
which made tax news during the past session of Congress. These 
bills are expected to be considered by the House Committee on Ways 
and Means this year. 


Congressman Keogh has once again introduced a bill to permit 
self-employed persons to establish pension plans for themselves and 
their employees, and the bill was given its usual “H. R. 10” bill num- 
ber. Senator Smathers introduced a similar bill, S. 59, in the Senate. 
During the Eighty-sixth Congress, H. R. 10 passed the House but 
died in the Senate at adjournment. See discussion below. 


Congressman Boggs has introduced H. R. 638, which provides 
that moving expenses paid by an employer for a new employee will 
not be included in the gross income of the employee. Present law 
excludes such amounts from the employee’s income only if he is being 
transferred from one post of duty to another. 


Mr. Boggs also introduced H. R. 640, which would permit deduc- 
tions for amounts expended by taxpayers to appear before legisla- 
tive bodies for or against legislation. The Commissioner has been 
disallowing these deductions where he determines such amounts were 
spent for “lobbying” purposes. This bill is extremely important to 
business associations and labor unions. 


Accrual-basis taxpayers receiving prepaid dues income would be 
permitted to spread the income ratably over the years involved by 
H. R. 929, introduced by Congressman Keogh. If enacted, this bill 
would probably counteract the holding of the Supreme Court in Auto- 
mobile Club of Michigan v. Commissioner of Internal Revenue, 57-1 ustc 
9593, which held that membership dues received by an automobile 
club one year in advance were includable as income in the year received. 
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Congressman Ikard introduced H. R. 2 in the House, and Sena- 
tor Sparkman and 22 other senators jointly introduced S. 2 in the 
Senate, which would add a new Section 181 to the 1954 Internal 
Revenue Code. The new section would authorize as a deduction from 
taxable net income an amount equal to the aggregate addition to 
capital represented by reinvestment in depreciable assets, inventory 
and accounts receivable. The maximum deduction in any one taxable 
year would be 20 per cent of net income or $30,000, whichever is less. 


H. R. 10 and S. 59.— Congressman Keogh of New York, a member 
of the Committee on Ways and Means, has once again introduced 
H. R. 10 in the House. This bill would permit self-employed persons 
to establish pension plans and deduct specified amounts from gross 
income to fund the plans. 


Mr. Keogh’s bill; as introduced, is similar to the H. R. 10 bill of 
the Eighty-sixth Congress, which was reported to the Senate in 
August, 1960, by the Senate Finance Committee, but it is without the 
“owner-manager” provisions which hurt the bill’s chances of passage 
in the Senate. 


Under the bill introduced by Mr. Keogh this year, self-employed 
persons would be permitted to participate in qualified retirement plans 
as though they were employees. They would be permitted to take 
limited income tax deductions for contributions they make to the plans, 
based on self-employment income. 


The bill would permit a self-employed person to contribute to a 
retirement: plan for himself and deduct from his gross income not 
more than 10 per.cent of his self-employed income or $2,500, which- 


ever is smaller, each year. The bill also provides that if a self-employed 
taxpayer has four or more permanent employees, he must bring them 
under his qualified retirement plan, also. The self-employed taxpayer 
with four or more permanent employees may exceed the $2,500 limita- 
tion a year only if the amount set aside for his benefit does not exceed 
the ratio of contributions made by him for his employees. 


On the Senate side, Senator Smathers has introduced S. 59, a 
“H. R. 10” type bill but with noticeable differences. One of these 
differences is that a self-employed person may set aside in a retirement 
deposit in any one year the lesser amount of $5,000 or 20 per cent of 
his earned income. This is twice the amount of allowable contributions 
provided for in Mr. Keogh’s H. R. 10. However, S. 59 also contains a 
maximum lifetime limitation on aggregate contributions. 


Another difference between the two bills is that an allowable 
retirement contribution under S. 59 is based on the taxpayer’s “earned” 
income, while H. R. 10 limits the contribution to “self-employment” 
income. Both H. R. 10 and S. 59 contain provisions on prohibited 
transactions and define acceptable retirement depositories. 


Property confiscated by Cuba.—United States corporations and 
citizens owning property confiscated by the Cuban Government would 
be permitted to claim the value as a casualty loss deduction for tax 


(Continued on page 191) 
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The TAX MAGAZINE. 


Corporate Tax Treatment 
of Medical Clinics 


Organized as Associations 


By GEORGE E. RAY 


Here is an authoritative article by the attorney who won the Galt case 

in the federal district court, which, with the Kintner case, made the law on the 
subject of tax treatment of professional men's associations. Mr. Ray is 

a member of the Dallas law firm of McCulloch, Ray, Rembert, Luna & Trotti. 


AY A GROUP OF DOCTORS operating a clinic change from 
a partnership to an association and thereby bring about corporate 
tax treatment for itself? 

This is a question of immediate interest to the medical profession 
as well as to those who have the responsibility of advising members 
of the medical profession with respect to their tax problems. To one 
who has read the cases on this question,’ the answer would seem 
rather clearly to be that a medical clinic may organize as an associa- 
tion and be taxed as a corporation. But when one looks at the new 
Treasury regulations * dealing with the definition of the term “associa- 
tion” under Section 7701 of the Internal Revenue Code, the question 
arises as to whether any medical clinic organized as an association 
may be treated as a corporation for federal tax purposes. 








1 Pelton v. Commissioner, 36-1 ustc 99195, 82 F. 2d 473 (CA-7); U.S. v. 
Kintner, 54-2 ustc 9626, 216 F. 2d 418 (CA-9); Galt v. U. S., 59-2 uste § 9602, 
175 F. Supp. 360 (DC Tex.). See, also, the excellent article “Associations,” by 
Theodore Saltz, in 28 Taxes 187 (1960), and also the incisive case note by 
John V. Denson, II, in 12 Alabama Law Review 415 (1960). 


*T. D. 6503. 
Medical Clinics 





When the new regulations came 
out in tentative and proposed form, 
it appeared that a clinic of doctors 
could organize as an association and 
be taxed as a corporation, provided 
that the association had the necessary 
characteristics of a corporation, and 
the ‘specific characteristics necessary 
for corporate tax treatment were spelled 
out at some length in the proposed regu- 
lations.* The proposed regulations con- 
tained some language which indicated 
that in determining whether an as- 
sociation should be taxed as a cor- 
poration rather than as a partnership 
under the federal income tax law, the 
local law in the state in which the 
clinic was organized would be given 
some effect in determining whether 
the organization possessed sufficient 
characteristics to warrant its being 
taxed as a corporation. After pub- 
lication of the proposed regulations, 
a few local offices of the Internal 
Revenue Service issued rulings with 
respect to some associations of doctors, 
holding them to be taxable as 
corporations.‘ 


When the Treasury regulations were 
finally published as final regulations 
on November 15, 1960, they contained 
considerable additional language, stress- 
ing the importance of local law in de- 
termining whether the organization 
should be classified as an association 
rather than as a partnership. The 
final regulations; however, continued 
without any change certain examples 
of associations taxable as corpora- 
tions which had been first set forth 
in the proposed regulations. The first 
example set forth in the proposed 
regulations and kept in the final regu- 
lations was a medical clinic which 


* The proposed regulations were published 
in the Federal Register on December 23, 
1959. 


*It appears that three clinics in Illinois 
were ruled taxable as corporations. In 
addition, the Southwest Clinic Association 
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had all of the characteristics of the 
clinic which was the subject of the 
Galt case. Both the proposed and 
final regulations indicated that such a 
clinic organized as an association 
would be taxable as a corporation. 
Yet the stress placed upon local law 
in the final regulations creates con- 
siderable doubt as to whether any 
medical clinic organized as an associa- 
tion may be taxed as a corporation 
for federal income tax purposes when, 
under local law, the association con- 
stitutes a partnership. The final 
regulations made it quite clear that 
an association organized in a state 
which has the Uniform Partnership 
Act cannot have the corporate char- 
acteristics necessary to make the as- 
sociation taxable as a corporation. 
Since 38 of the 50 states have the 
Uniform Partnership Act, this would 
appear to leave only 12 states in which 
there might be a possibility of setting 
up a medical clinic in the form of an 
association and achieving corporate 
tax treatment. 


This is the setting of the problem. 
In light of the cases and the regula- 
tions, what may a tax advisor tell his 
doctor clients? May they safely pro- 
ceed with the organization of an as- 
sociation along the lines of those 
which were approved by the courts 
in the Kintner and Galt cases, or have 
the final regulations now made it 
virtually impossible to organize a 
medical clinic as an association and 
have the association taxable as a cor- 
poration? If a clinic may not, as a 
practical matter, be organized as an 
association and taxed as a corpora- 
tion, then medical clinics will not be 
in a position to set up pension or 
profit-sharing plans for the benefit 


in Dallas, Texas, which had been the clinic 
involved in the Galt case, cited at foot- 
note 1, was given corporate treatment, and 
a profit-sharing plan adopted by that asso- 
ciation was given approval, 
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of the doctors themselves, and doctors 
will not be able to obtain some of the 
“fringe benefits” of corporate tax treat- 
ment, such as group life insurance, 
accident and health insurance and 
social security. 


Like most tax questions, this one 
is much easier to ask than to answer. 
In order to answer the question, a 
considerable review of the background 
and a careful analysis of the cases and 
regulations will be required. Let us 
first proceed with an examination of 
the case law involved. 


Early Cases 


In the beginning there was the 
Morrissey case In the Morrissey 
case, an organization was involved 
which, under local law, had the form 
of a trust rather than a partnership. 
In that case the Supreme Court set 
forth the principal characteristics of 
an association taxable as a corpora- 
tion. The Court pointed out that in 
order to be taxable as a corporation, 
an association need only resemble a 
corporation. It need not be a cor- 
poration under state law. On this 
point the Court stated: 


“*Association’ implies associates. 
It implies the entering into a joint 
enterprise, for the transaction 
of business. 


“The inclusion of associations with 
corporations implies resemblance ; but 
it is resemblance and not identity. 
The resemblance points to features 
distinguishing associations from part- 
nerships as well as from ordinary 
trusts. While the use of cor- 
porate forms may furnish persuasive 
evidence of the existence of an as- 
sociation, the absence of particular 
forms, or of the usual terminology of 


® Morrissey v. Commissioner, 36-1 ustc 
J 9020, 296 U. S. 344 (1935). 
* Bert v. Helvering, 37-2 ustc J 9395, 92 F. 


2d 491 (CA of D. C.); Poplar Bluff Printing 
Medical Clinics 


corporations, cannot be regarded as 
decisive. [I]t cannot be con- 
sidered to be essential to the existence 
of an association that those beneficially 
interested should hold meetings or 
elect their representatives. 

[T]he test of an association is not to 
be found in the mere formal evidence 
of interests or in a particular method 
of transfer.” 


The Court went on to point out the 
particular characteristics of an organiza- 
tion which would bring about its 
taxation as a corporation under the 
federal income tax law, stating: 


“A corporation, as an entity, holds 
the title to the property embarked in 
the corporate undertaking. Cor- 
porate organization furnishes the op- 
portunity for a centralized management 
through representatives of the mem- 
bers of the corporation. [A 
corporation is] secure from termina- 


‘tion or interruption by the death of 


owners [and] facilitates 

the transfer of . interests with- 
out affecting the continuity of the 
enterprise, and also the introduction 
of large numbers of participants. 
[It] also permits the limita- 
tion of the personal liability of par- 
ticipants to the property embarked in 
the undertaking.” 


The Morrissey case has been fol- 
lowed by the federal courts in holding 
that “business trusts” which might 
constitute a partnership or trust un- 
der local state law may, nevertheless, 
be taxed as “associations” and treated 
as corporations for federal income 
tax purposes, since state law is not 
controlling for federal tax -purposes.® 


under 


The Treasury regulations, 
the Internal Revenue Code, through- 
out the years following the decision 
of the Morrissey case by the Supreme 


Company v. Commissioner, 45-2 ustc 9344, 
149 F. 2d 1016 (CA-8). See, also, Hecht v. 
Malley, 1 ustc 1 93, 265 U. S. 144 (1924). 
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Court, consistently followed the pat- 
tern outlined by the Supreme Court 
in the Morrissey case.’ 


After the Supreme Court had handed 
down its decision in the Morrissey 
case, the tests set forth in the Morrissey 
opinion of the Supreme Court were 
applied to a medical clinic which the 
Commissioner successfully sought to 
hold taxable as a corporation for fed- 
eral income tax purposes.* In the 
Pelton case the medical clinic involved 
was organized as a trust, but the 
Court of Appeals for the Seventh Cir- 
cuit held that the organization met 
all of the requirements of a corpora- 
tion set forth in the Morrissey case, 
and ‘the clinic was held taxable as a 
corporation despite the argument made 
on behalf of the clinic that the organiza- 
tion could not be a corporation be- 
cause the corporate practice of medicine 
was not permitted under local state 
law. 


Two years after the Pelton decision, 
the Commissioner. tried, unsuccess- 
fully; to apply the same corporate 
tax treatment as had been accorded 
the medical clinic in the Pelton case 
to an organization of maritime pilots.® 
In the Mobile Bar Pilots case, the 
Fifth Circuit Court of Appeals held 
that the organization did not meet the 
tests set forth in the Morrissey case 
for the reason that the organization 
of bar pilots did not own any prop- 
erty, did not have centralized manage- 
ment or continuity of life, and was 
not responsible for the acts of its 
members. Also, there were no trans- 
ferable interests. 


This, then, was the setting with 
respect to the case law and the Treas- 
ury regulations when Dr. Kintner 
appeared on the scene. 





* Treas. Regs. 118, Sec. 39.3797-2 (1953). 


® Pelton vw. 
note I. 

® Mobile Bar Pilots Association v. Commis- 
sioner, 38-2 ustc J 9405, 97 F. 2d 695 (CA-5). 


Commissioner, cited at foot- 
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Kintner Decision 


The Kintner case was decided by 
the Ninth Circuit Court of Appeals 
in Montana, in 1954. In that case a 
group of doctors, of whom Dr. Arthur 
Kintner was one, formed a clinic 
organized as an association in Missoula, 
Montana. It was called the Western 
Montana Clinic. In forming this as- 
sociation, they used a plan which had 
been originally devised for a group 
of doctors in Sheboygan, Wisconsin. 
The doctors in the clinic became as- 
sociates, and the association adopted 
a pension plan. The Treasury De- 
partment sought to collect taxes from 
the members of the clinic as partners. 
The association successfuly contested 
the Treasury Department’s position 
in the federal district court in Montana, 
and, on appeal to the Ninth Circuit 
Court of Appeals, the position of the 
doctors was upheld. The circuit court 
held that the association was taxable 
as a corporation and that the pension 
plan which the association had adopted 
met the requirements of the Internal 
Revenue Code.*® 


Two years after the Kintner deci- 
sion, the Treasury Department, in 
1956, issued a ruling which took 
the position that the Kintner decision 
would not be followed by the Treas- 
ury. The conflict between the Kintner 
decision and the Treasury ruling 
created considerable confusion with 
respect to the problem of associa- 
tions formed by medical clinics. To 
clarify the situation the Treasury, in 
1957, issued a new ruling ** in which 
it stated that as far as the Revenue 
Service was concerned, the fact that 
a medical clinic adopted a pension 
plan would not be considered deter- 
minative of whether the clinic was 
a partnership or an association tax- 


” Sec. 401 of the 1939 Code. 
™ Rev. Rul, 56-23, 1956-1 CB 598. 
*® Rev. Rul. 57-546, 1957-2 CB 886. 
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able as a corporation. The ruling 
added that what it called “the usual 
tests” would be applied to such a 
group to determine whether the clinic 
should be taxed as a corporation or 
as a partnership. The ruling further 
stated that another ruling would later 
be issued which would set forth the 
basic rules for determining whether 
a clinic was to be taxed as a partner- 
ship or as an association. 


This was the background when the 
Galt case came up for consideration 
by the federal district court in Dallas, 
in 1959, 


Galt Case 


The Galt case ** involved the South- 
west Clinic Association in Dallas. 
The case was brought up by the filing 
of a claim for refund by Dr. Sidney 
Galt, one of the senior members of 
the clinic. The Treasury Depart- 
ment held that Dr. Galt was not en- 
titled to a refund of taxes collected 
from him by the Internal Revenue 
Service as a partner. The clinic had 
filed a tax return for 1954 as a cor- 
poration. The Service had issued to 
the association a refund of the taxes 
paid by the association a refund of 
the taxes paid by the association for 
1954. No pension or profit-sharing 
plan was involved in the Galt case, 
although a pension plan had been 
adopted by the clinic in 1953, and had 
been dropped by the clinic for years 
after 1953. The doctors were on a 
salary and bonus basis exclusively, 
and there was no sharing of profits 
among the associates on any other 
basis. The case was tried on the 
basis of only one issue—that is, whether 
a medical clinic may be organized as an 
association and taxed as a corporation. 


Judge Davidson, in his opinion 
holding that the Southwest Clinic As- 


* Case cited at footnote 1. 
* Two states, Connecticut and Oklahoma, 
permit the corporate practice of medicine: 
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sociation was taxable as a corpora- 
tion, noted that the doctors wrote out 
articles of association covering, in 
substance, all of those things that 
would have been covered in an active 
corporation charter had it been pos- 
sible for the doctors to obtain a 
charter to practice medicine in Texas. 
The judge pointed out that a corpora- 
tion for the practice of medicine and 
the operation of a clinic is not per- 
mitted under Texas law.* He noted 
further that there is no provision in 
the Texas law which would forbid 
the organization of an association of 
doctors. He concluded that the case 
turned on Section 7701(a)(3) of the 
Internal Revenue Code of 1954, which 
lists corporations and associations in 
the same tax category. He held that 
the association was taxable as a cor- 
poration, because the association had 
all of the attributes of a corporation 
except for the fact that under the 
laws of Texas a corporation for the 
practice of medicine could not be 
formed. He observed that the deter- 
mination of whether the association 
was to be treated for tax purposes as 
a corporation or a partnership de- 
pended upon the tests of the federal 
statute rather than state law, and that 
the association was so: much. like a 
corporation that for federal tax pur- 
poses it should be taxed as a corpora- 
tion. Accordingly, the tax which had 
been collected from Dr. Galt, on the 
theory that he was a partner in the 
association, should be refunded to him. 


The Department of Justice, follow- 
ing the decision of Judge Davidson, 
filed notice of appeal to the Fifth Cir- 


cuit Court of Appeals. After two 
extensions of time for perfecting the 
appeal, the Department of Justice, on 
November 25, 1959, filed notice that 
it was dismissing its appeal. One 
month later, on December 23, 1959, 
Connecticut General Statutes, Revision of 


1958, Secs. 33-180 to 33-182: Oklahoma 
Statutes Annotated, Par. 510. 
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the Treasury Department finally is- 
sued its proposed regulations on this 
matter. It is these regulations, to- 
gether with the cases, that must be 
examined when one considers whether 
a particular association may be taxed 
as a corporation and whether it may 
adopt a pension or profit-sharing plan 
which meets the requirements of the 
Internal Revenue Code. 


Regulations 

In examining the regulations, we 
might note first that the regulations 
contain, at the outset, a paragraph 
headed “Effect of local law.” The 
regulations state that the classes into 
which organizations are to be placed 
for purposes of taxation are to be 
determined under the Internal Reve- 
nue Code. The regulations indicate 
that while a particular organization 
might be classified as a trust under 
the law of one state and a corpora- 
tion under the law of another, never- 
theless, for purposes of the Internal 
Revenue Code the organization will 
be uniformly classed as a trust, an 
association or some other entity, “de- 
pending upon its nature under the 
classification standards of the Internal 
Revenue Code.” The regulations 
further provide that, similarly, the 
term “partnership” is not limited to 
the common law meaning, but in- 
cludes, also, groups not commonly 
called partnerships. It adds that the 
term “corporation” is not limited to 
the artificial entity usually known as 
a corporation, but includes, also, an 
association, a trust classed as an as- 
sociation, a joint stock company and 
an insurance company. Then the 
regulations, in two sentences, make 
local state law rather than federal law 
controlling in this entire matter of 
associations taxable as corporations. 

This is done in the. following lan- 
guage : 

“Although it is the Internal Reve- 
nue Code rather than local law which 
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establishes the tests or standards 
which will be applied in determining 
the classification in which an organi- 
zation belongs, local law governs in 
determining whether the legal rela- 
tionships which have been established 
in the formation of an organization 
are such that the standards are met. 
Thus, it is local law which must be 
applied in determining such matters 
as the legal relationships of the mem- 
bers of the organization among them- 
selves and with the public at large, 
and the interests of the members of 
the organization in its assets.” 


We will return to this language and 
note how it has been expanded in the 
final regulations over and beyond the 
use of this “local law” concept as it 
was first set forth in the proposed 
regulations. 


The regulations, after the opening 
paragraphs, are broken down into six 
different headings based essentially 
on the Morrissey case tests: (1) char- 
acteristics of corporations; (2) con- 
tinuity of life; (3) centralization of 
management; (4) limited liability; 
(5) transferability of interests and 
(6) some examples of associations 
which are taxable as corporations and 
associations which are taxable as 
partnerships. 


Turning first to the general char- 
acteristics of corporations, the regula- 
tions point out that there are a number 
of major characteristics in a corpora- 
tion which tend to distinguish it from 
other types of organizations, such as 


partnerships and trusts. They note 
first that an association taxable as a 
corporation must have associates and 
an objective to carry on business and 
divide the gains from that business. 
Every association which seeks to be 
taxed as a corporation must have 
these two essentials. 


The regulations next state that the 
characteristics of an association which 
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are material in trying to distinguish 
between an association taxable as a 
corporation and one taxable as a 
partnership are four in number. These 
characteristics are the following: (1) 
continuity of life; (2) centralization 
of management; (3) liability for as- 
sociation debts limited to association 
property and (4) free transferability 
of interests of the associates. The 
regulations point out that there may 
be other factors which should be con- 
sidered, yet these others will not ordi- 
narily be major considerations in 
making the decision. 


At this point the final regulations 
contain a summarizing paragraph 
which did not appear in the proposed 
regulations.” 


Let us consider, now, the first major 
factor which distinguishes an asso- 
ciation from a partnership. That 
factor is “continuity of life.” A cor- 
poration, the regulations state, as 
distinguished from a partnership, has 
continuity of life. This, in turn, de- 
pends upon whether the organization 
will continue despite the death, in- 
sanity, bankruptcy, retirement, resig- 
nation or expulsion of any member of 
the organization. At this point the 
final regulations specifically add that 
in the case of a limited partnership 
this relates only to the general partner.*® 


The final regulations then add a 
“local law” touch by stating that the 


dissolution of an organization means 
an alteration of the identity of an 
organization by reason of a change in 
the relationship between its members 
“as determined under local law.” The 
regulations then observe that a corpo- 
ration has a continuity identity which 
is detached from the relationship be- 
tween its stockholders. In the case of 
a corporation, when a_ stockholder 
dies, becomes insane or bankrupt, or 
sells his stock, the corporation never- 
theless continues. The regulations 
further state that the mere fact that 
a partnership may provide that the 
business will be continued, even if 
one of the members of the business 
withdraws, does not establish con- 
tinuity of life if, “under local law,” 
the death or withdrawal of a member 
causes a dissolution of the organiza- 
tion.. The final regulations added the 
words “death or.” 


The regulations go on to say that 
if the agreement provides that the 
organization can be terminated by the 
will of any member, it is clear that 
the organization lacks the continuity 
of life which is characteristic of a 
corporation. On the othe hand, if, 
under the agreement between the 
members of the organization, the or- 
ganization is to continue for a stated 
period of time or until the completion 
of a stated undertaking, then the or- 
ganization does have continuity of 
life, if the effect of the agreement is 





mu 


(3) An unincorporated organization shall 
not be classified as an association unless 
such organization has more corporate char- 
acteristics than noncorporate characteristics. 
In determining whether an organization has 


core corporate characteristics than non- 
corporate characteristics, all characteristics 
common to both types of organizations shall 
not be considered. For example, if a limited 
partnership has centralized management and 
free transferability of interests but lacks 
continuity of life and limited liability, and 
if the limited partnership has no other 
characteristics which are significant in deter- 
mining its classification, such limited part- 
nership is not classified as an association. 
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associates and an objective to carry on busi- 
ness and divide the gains therefrom, these 
characteristics are not considered because 
they are common to both corporations and 
partnerships.” 

*“Tf the retirement, death, or insanity 
of a general partner of a limited partnership 
causes a dissolution of the partnership, un- 
less the remaining general partners agree to 
continue the partnership or unless all re- 
maining members agree to continue the 
partnership, continuity of life does not exist. 
See Glensder Textile Company (1942) 46 
B. T. A. 176 (CCH Dec. 12,249) (A., C. B. 
1942-1, 8).” 
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that no member has the power to dis- 
solve the organization in contravention 
of the agreement. The determination 
of this is to be made “under local 
law.” 

Then the final regulations conclude 
with the following judgment which 
was not in the proposed regulations: 

“Accordingly, a general partnership 
subject to a-statute corresponding to 
the Uniform Partnership Act and a 
limited partnership subject to a stat- 
ute corresponding to the Uniform 
Limited. Partnership Act both lack 
continuity of life.” 

The next characteristic of a corpo- 
ration set forth in the regulations re- 
lates to “centralization of management.” 
The regulations properly note that a 
corporation has centralized manage- 
ment; a partnership ordinarily does 
not. The regulations further state 
that an organization does have cen- 
tralized management if any person 
has continuing exclusive authority to 
make the management. decisions which 
are necessary for the conduct of the 
business. They then add that the 
person or persons vested with the 
authority for management decisions 
will ordinarily resemble, in powers 
and functions, the directors of a statu- 
tory corporation. Those persons may, 
or they may not, be members of the 
organization, and they may be elected 
or appointed ; or they may be selected 
by any other means which have the 
effect of concentrating, in a manage- 
ment group, the continuing exclusive 
authority to make management de- 
cisions. These management decisions 
must be independent business . de- 
cisions, not merely ministerial acts as 
an agent; and this management au- 
thority must be solely in the hands 
of the managers. 


At this point the final regulations 
again bring in the Uniform Partner- 
ship and Limited Partnership Acts, 
as follows: 
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“However, because of the mutual 
agency relationship between mem- 
bers of a general partnership subject 
to a statute corresponding to the 
Uniform Partnership Act, such a gen- 
eral partnership cannot achieve effec- 
tive concentration of management 
powers and, therefore, centralized 
management. Usually, the act of any 
partner within the scope of the part- 
nership business binds all the part- 
ners; and even if the partners agree 
among themselves that the powers of 
management shall be exclusively in a 
selected few, this agreement will be 
ineffective as against an outsider who 
had no notice of it. In addition, 
limited partnerships subject to a stat- 
ute corresponding to the Uniform 
Limited Partnership Act, generally 
do not have centralized management, 
but centralized management ordinarily 
does exist in such a limited partner- 
ship if substantially all the interests 
in the partnership are owned by the 
limited partners.” 


The third criterion which the regu- 
lations apply is the test of whether 
there is limited liability. The final 
regulations, stressing local law to a 
degree not evident in the proposed 
regulations, state that an organization 
has the corporate characteristic of 
limited liability if, “under local law,” 
there is no member who is personally 
liable for the debts of, or the claims 
against, the organization. Personal 
liability means that a creditor of an 
organization may scek personal satis- 
faction from a member of the organi- 
zation, to the extent that the assets 
of such organization are insufficient 
to satisfy the claim of the creditor. 


At this point the final regulations 
again go into local law and the Uni- 
form Partnership and Limited Part- 
nership Acts in language not found in 
the proposed regulations: 


“A member of the organization who 
is personally liable for the obligations 
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of the organization may make an 
agreement under another person, 
whether or not a member of the or- 
ganization, assumes such liability or 
agrees to indemnify such member for 
any such liability. However, if under 
local law the member remains liable 
to such creditors notwithstanding such 
agreement, there exists personal lia- 
bility with respect to such member. 
In the case of a general partnership 
subject to a statute corresponding to 
the Uniform Partnership Act, per- 
sonal liability exists with respect to 
each general partner. Similarly, in 
the case of a limited partnership sub- 
ject to a statute corresponding to the 
Uniform Limited Partnership Act, 
personal liability exists with respect 
to each general partner, except as 
provided in subparagraph (2) of this 
paragraph.” 

The final regulations also introduce 
some novel concepts with respect to 
limited liability in the case of limited 
partnerships, as follows: 


“(2) In the case of an organization 
formed as a limited partnership, per- 
sonal liability does not exist, for pur- 
poses of this paragraph, with respect 
to a general partner when he has no 
substantial assets (other than his in- 
terest in the partnership) which could 
be reached by a creditor of the organi- 
zation and when he is merely a ‘dum- 
my’ acting as the agent of the limited 
partners. Notwithstanding the for- 
mation of the organization as a limited 
partnership, when the limited part- 
ners act as the principals of such 
general partner, personal liability will 
exist with respect to such limited 
partnets. Also, if a corporation is a 
general partner, personal liability ex- 
ists with respect to such general part- 
ner when the corporation has substantial 
assets (other than its interest in the 
partnership) which could be reached 
by a creditor of the limited partner- 
ship. . . In addition, although the 
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general partner has no substantial as- 
sets (other than his interest in the 
partnership), personal liability exists 
with respect to such general partner 
when he is not merely a ‘dummy’ act- 
ing as the agent of the limited partners.” 


The fourth major characteristic of 
a corporation, as set forth in the regu- 
lations, is “transferability of interests.” 
The regulations point out that this 
test is one which relates to the ques- 
tion of whether a member of the or- 
ganization can, without the consent 
of the other members, substitute for 
himself in what the final regulations 
call the “same” organization a person 
who is not a member. There is no 
“free” transferability of interests if, 
“under local law,” the transfer results 
in the dissolution of the old organiza- 
tion and the formation of a new one. 
The regulations do note that there 
may be a “modified form of free trans- 
ferability,’ where a member may 
transfer his interest to an outsider 
only after he has offered such interest 
to the other members at its fair 
market value. 


Examples 


The regulations, having set forth 
the general principles in terms that 
are tied in tightly to “local law,” then 
set forth some specific examples of 
organizations which fall on one side 


of the line or the other. The first two 
relate to medical clinics. It is inter- 
esting to note that the clinic which 
the regulations use as the first ex- 
ample is virtually identical with the 
Southwest Clinic Association which 
was involved in the Galt case, even as 
to the number of doctors involved. 
The facts set forth in the example in 
the regulations are those in the Galt 
case, except that the management 
committee in the Galt case had only 
two members and the articles of as- 
sociation in that case provided that 
members of the clinic were liable 
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only when the assets of the clinic and 
the defaulting members had been 
used in full to reduce the indebted- 
ness. In the final regulations, the 
words “under the applicable local 
law” were twice added." 


The regulations conclude with re- 
spect to this clinic, which has the 
characteristics set forth in the regu- 
lations: 


“The organization. has associates 
and an objective to carry on business 
and divide the gains therefrom. While 
it does: not have the corporate char- 
acteristic of limited liability, it does 
have the characteristics of centralized 
management, continuity of life, and a 
modified form of transferability of in- 
terests. The organization will be 
classified. as an association for all 
purposes of the Internal Revenue 
Code.” 

* “Example (1). A group of seven doctors 
forms a clinic for the purpose of furnishing, 
for profit, medical and surgical services to 
the public. They each transfer assets to the 
clinic, and their agreement provides that 
except upon complete liquidation of the 
organization on the vote of three-fourths 
of its members, no member has any indi- 
vidual interest in its assets. Their agree- 
ment also provides that neither the death, 
insanity, bankruptcy, retirement, resigna- 
tion, nor éxpulsion of a member shall cause 
the dissolution of the organization. Under 
the applicable local law, on the occurrence 
of such an event, no member has the power 
to dissolve the organization. The manage- 
ment of the ‘clinic is vested exclusively in 
an executive committee of four members 
elected by all the members, and under the 
applicable local-law, no one acting without 
the authority of this committee has the 
power to bind the organization by his acts. 
Members of the clinic are personally liable 
for all debts of, or claims against, the clinic. 
Every. member has the right to transfer his 
interest to a doctor who is not a member 
of the organization, but he must first advise 
the’ organization of the proposed transfer 
and give it the opportunity on a vote of the 
majority to purchase the interest at its fair 
market value.” 

* “Example (2). A group of seven doctors 
forms a clinic for the purpose of furnishing, 
for profit, medical and surgical services to 
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In contrast to Example (1) (see 
footnote 17) is another clinic of the 
same size, having, however, different 
characteristics. It is held by the 


regulations to be classified as a part- 
nership for federal tax purposes."* 


As to this second clinic, the regula- 
tions conclude: 


“The organization has associates 
and an objective to carry on business 
and divide the gains therefrom, How- 
ever, it does not have the corporate 
characteristics of continuity of life, 
centralized management, limited lia- 
bility, and transferability of interests. 
The organization will be classified as 
a partnership for all purposes of the 
Internal Revenue Code.” 


Conflict in Regulations 


As we have already noted, the reg- 
ulations categorically state, with re- 


the public. They each transfer assets to the 
clinic, and their agreement provides that 
except. upon complete liquidation of the 
organization on the vote of three-fourths of 
its members, no member has any individual 
interest in its assets. Their agreement also 
provides that neither the death, insanity, 
bankruptcy, retirement, resignation, nor ex- 
pulsion of a member shall cause the dissolu- 
tion of the organization. However, under 
the applicable local law, a member who 
withdraws does have the power to dissolve 
the organization. While the agreement pro- 
vides that the management of the clinic is 
to be vested exclusively in an executive 
committee of four members elected by all 
the members, this provision is ineffective 
as against outsiders who had no notice of 
it; and, therefore, the act of any member 
within the scope of the organization’s busi- 
ness binds the organization insofar as such 
outsiders are concerned. While the agree- 
ment declares that each individual doctor 
alone is liable for acts of malpractice, mem- 
bers of the clinic are, nevertheless, per- 
sonally liable for all debts of the clinic in- 
cluding claims based on malpractice. No 
member has the right, without the consent 
of all the other members, to transfer his 
interest to a doctor who is not a member 
of the clinic. The organization has associates 
and an objective to carry on business and 
divide the gains therefrom.” 


TAXES—The Tax Magazine 





spect to the effect of local law, that 
although it is the Internal Revenue 
Code rather than local law which 
establishes the tests or standards which 
will be applied in determining whether 
an organization is to be taxed as a 
corporation or as a partnership, “local 
law governs in determining whether 
the legal relationships which have been 
established in the formation of an 
organization are such that the stand- 
ards are met.” 


The regulations go on to add: 


“Thus, it is local law which must 
be applied in determining such mat- 
ters as the legal relationships of the 
members of the organization among 
doctors and with the public at large, 
and the interests of the members of 
the organization in its assets.” 


Certainly it appears that this lan- 
guage in the regulations means that 
local law is at the very least quite, 
if not all, important with respect to 
the question of whether an organiza- 
tion is to be taxed as a corporation 
or as a partnership. The fact is, how- 
ever, that the Kinter and Galt cases 
clearly decided, and the regulations 
recognize, if only by lip service, that 
federal law, as set forth in the In- 
ternal Revenue Code, rather than local 
law, determines whether the organi- 
zation is taxable as a corporation. 
Local law is, of course, important 
in determining the facts as to the 
relationships among the parties, but 
as to the federal income tax relation- 
ship between the organization and 
the federal government, it should be 
federal law—that is, the Internal Rev- 
enue Code—which determines how 
the organization will be taxed. In 
interpreting the Code, the tests set 
forth in the regulations and in the 
cases should determine the question 
of how the organization will be taxed. 
The reference in the regulations to 
the effect of local law was criticized 
in the hearings which were held in 
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connection with the proposed regu- 
lations, and the hope had been ex- 
pressed that this language referring 
to local law would be toned down. 
Instead of toning down the role of 
local law, the final regulations made 
local law the final and exclusive test. 


What Are the Rules? 


It appears clear, from an exami- 
nation of the final regulations and 
particularly from a comparison of the 
final regulations with the regulations 
in proposed form, that those in charge 
of drafting the final regulations made 
a studied effort to prevent medical 
clinics from organizing as associa- 
tions. No other conclusion, it seems, 
can be reasonably drawn from the 
text material in the final regulations. 
The repeated reference to “local law” 
and to the Uniform Partnership Act, 
as well as to the Uniform Limited 
Partnership Act, makes it quite clear 
that in the view of the draftsmen of 
the regulations no medical clinic may 
be organized as an association and 
taxed as a corporation in any state 
that has the Uniform Partnership Act. 
This means that in the 38 states which 
have the Uniform Partnership Act 
the door has been closed by the final 
regulations to use of the association 
form. What about the other states 
which do not have the Uniform Part- 
nership Act? 

It seems evident that the drafts- 
men of the regulations were not con- 
tent only to block the formation of 
associations in states which have adopted 
the Uniform Partnership Act, but to 
impede, if not to completely forestall, 
the use of the association form in 
other states. This was done by the 
repeated reference to “local law.” In 
a state which does not have the Uni- 
form Partnership Act, such as Texas, 
if the death or withdrawal of a part- 
ner under the local law brings about 
the dissolution of the partnership, 
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then under the final regulations the 
organization does not have the neces- 
sary continuity of interest to be taxed 
as a corporation. Of course, under 
common law, the death of any part- 
ner terminates a partnership. If the 
association is. a partnership under 
local law, then it would seem that 
in all states, whether they have the 
Uniform Partnership Act or not, the 
death of an associate would bring 
about a dissolution of the organiza- 
tion under local law; and the asso- 
ciation, being a partnership under 
local law, could not -have the neces- 
sary continuity to qualify for taxa- 
tion as a corporation. In light of this, 
one would then conclude that in no 
state could doctors organize associa- 
tions and achieve corporate tax treat- 
ment. This, however, results in the 
complete dominance of local law over 
federal law—something which is quite 
foreign to the usual rule with respect 
to federal tax matters. 


Of greater interest is the fact that 
the regulations themselves are contra- 
dictory on this. At the very outset 
of the regulations, it is stated that 
“the classes into which organizations 
are to be placed for purposes of taxa- 
tion are determined under the Internal 
Revenue Code.” The regulations fur- 
ther state that while a particular or- 
ganization might be classified as a 
trust under the law of one state and 
as a corporation under the law of 
another state, for purposes of the In- 
ternal Revenue Code this organiza- 
tion “would be uniformly classed” 
as a trust, an association (and, there- 
fore, taxable as a corporation), or 
some other entity, depending upon its 
nature under the classification stand- 
ards of the Internal Revenue Code. 
The regulations go on to state. that 
the terms “partnership” and “corpo- 
ration” are not limited to their com- 
mon law meaning, but are broader in 
their scope and include other groups. 
The regulations moreover state that 
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it is the Internal Revenue Code “‘rather 
than local law’ which establishes the 
tests or standards which will be ap- 
plied in “determining the classifica- 
tion in which an organization belongs.”’ 
Then the regulations state that the 
“legal relationships which have been 
established in the formation of an 


organization” are determined under 
local law. This statement would es- 
tablish a new, single, legalistic test 
in place of the old, multiple, realistic 
test set forth in the Morrissey case. 


As if the above-discussed confusion 
in the regulations were not enough, 
we find confusion compounded when 
we compare the statement of the prin- 
ciples, and the discussion of the prin- 
ciples to be applied, with the examples 
which are set forth in the regulations. 
As we have already stated, it appears 
that the draftsmen of the regulations 
tried to make it impossible for doc- 
tors in any state, whether the state 
had the Uniform Partnership Act or 
not, to set up an association taxable 
as a corporation. The draftsmen ap- 
parently felt that this was not clearly 
established in the proposed regula- 
tions, so they tightened it up in the 
final regulations. The final regula- 
tions, however, continue to carry Ex- 
ample (1), which appeared in the 
proposed regulations and which is 
based on the facts in the Galt. case. 


Example (1), if it serves any pur- 
pose whatsoever in the regulations, 
certainly indicates that in a case on 
all fours with Example (1), doctors 
may organize a medical clinic in the 
form of an association and achieve 
corporate tax treatment. The prob- 
lem for a tax advisor, however, is to 
find a state in which this can be done 
without violating the rest of the reg- 
ulations. It would seem that Ex- 
ample (1) would apply, if it applied 
at all, in a state that did not have 
the Uniform Partnership Act.. If that 
be the case, then the regulations are 
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prescribing one set of rules for the 
states which have the Uniform Part- 
nership Act and another set of rules 
for the states which still have the 
common law with respect to partner- 
ships. In such case, the uniformity 
which the regulations profess at the 
outset has become a fiction. 


Another complexity that arises with 
respect to the regulations is the ques- 
tion of local income tax law. Some 
38 states have state income tax laws 
which apply to corporations. Many 
of those laws are either patterned 
on the Internal Revenue Code or tied 
into it in one way or another. What 
happens if the local state income tax 
law treats an association of doctors 
as a corporation? Will the “local 
law” which is applied pursuant to 
the Treasury regulations be the “local 
law” with respect to partnerships or 
will it be the state income ‘tax law? 


Have not the regulations overshot 
their mark? If an association is 


formed by a group of doctors, should 


not the test for federal income tax 
purposes with respect to that asso- 
ciation be based upon substance rather 
than form? In the Morrissey case, 
as well as in the Pelton, Kintner and 
Galt cases, the courts at no time went 
into the type of refinements which ap- 
pear in the regulations. Why should 
the continuity question, for example, 
depend upon whether or not the en- 
tity is technically or formally dis- 
solved under state law, if, as a practical 
matter, the parties involved have agreed 
that the business will continue to be 
carried on by the remaining associ- 
ates and if, in fact, this is done? 
The same is true with respect to cen- 
tralized management. If, in fact, the 
management is centralized in a group 
which is called the board of directors 
or executive committee, just as it is 
in the case of a corporation, why 


® Craig M. Smith, CCH Dec. 23,879, 33 
TC 465 (1959). 
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is not the question of centralized 
management determined on the basis 
of substance rather than form? The 
mere fact that under state law the 
associates technically can take part 
in the management decisions should 
not override that fact that, as a mat- 
ter of substance and practice, the man- 
agement decisions are made by a 
centralized management group. 


If the final regulations are self- 
contradictory and confusing, and if 
they elevate form over substance, 
what can be done? A recent decision 
of the Tax Court may point the way.” 
In the Smith case a joint venture, 
which was engaged in commodity fu- 
tures trading, was held to be taxable 
as an association despite the fact that 
the managing participants in the as- 
sociation were subject to unlimited 
liability, the participants could with- 
draw and the interests were non- 
transferable. The Tax Court considered 
the case under the old regulations, 
since the case arose under the 1939 
Code. The language of the court 
in the Smith case points out the dif- 
ficulty in defining in detail the specific 
tests which need to be applied to de- 
termine whether an association should 
be taxed as a partnership or as a 
corporation. In the Smith case the 
court said: 


“The statutory definitions quoted 
above are couched in broad, general 
terms, and accordingly shed little 
light in indicating how a specific busi- 
ness entity will be taxed. However, 
Congress intended to establish within 
the specific language of the statute 
only the touchstones upon which to 
determine whether an entity is an 
association on the one hand or a part- 
nership on the other. It is self evi- 
dent that an attempt by Congress to 
classify as partnerships or associa- 
tions the innumerable types of busi- 





ness entities man’s ingenuity is capable 
of creating would have been an impos- 
sible task. Through numerous court 
decisions, however, there have been 
developed guideposts establishing the 
fundamental distinctions between part- 
nerships and associations taxable as 
corporations. Many of these distinc- 
tions have been incorporated in Reg- 
ulations 118, section 39.3797.” 


The court in the Smith case quoted 
at some length the regulations under 
the 1939 Code. 


It is interesting to note that the 
regulations under the 1939 Code take 
the position that local law is “of no 
importance.” This is in stark con- 
trast to the elevation of local law to 
a dominant position in the new regula- 
tions : 


“§ 39.3797-1 Classification of taxa- 
bles. For the purpose of taxation the 
Internal .Revenue .Code makes its 
own classification and prescribes its 
own standards of classification. Local 
law is of no importance in this con- 
nection. . . . The term ‘partnership’ 
is not limited to the common law 
meaning of partnership, but is broader 
in its scope and includes groups not 
commonly called partnerships. .. . 
The term ‘corporation’ is not limited 
to the artificial entity usually known 
as a corporation, but includes also an 
association, a trust. classed as an as- 
sociation because of its nature or its 
activities, a joint-stock company, an 
insurance company, and certain kinds 
of partnerships. . . .” 


The old regulations go on to define 
the term “association” in language 
which again is in sharp contrast to 
the effort. made in the new regulations 
to dissect in detail the creature which 
is called an “association” : 


“§ 39.3797-2 Association. The term 
‘association’ is not used in the In- 
ternal Revenue Code in any narrow 
or technical’ sense. It includes any 
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organization, created for the transac- 
tion of designated affairs, or the at- 
tainment of some object, which, like 
a corporation, continues notwithstand- 
ing that its members or participants 
change, and the affairs of which, like 
corporate affairs, are conducted by a 
single individual, a committee, a board 
or some other group, acting in a rep- 
resentative capacity. It is immaterial 
whether such organization is created 
by an agreement, a declaration of 
trust, a statute, or otherwise. It includes 
a voluntary association, a joint-stock 
association or company, a ‘business’ 
trust, a ‘Massachusetts’ trust, a ‘com- 
mon law’ trust, an interinsurance ex- 
change operating through an attorney 
in fact, a partnership association, and 
any other type of organization (by 
whatever name known) which is not, 
within the meaning of the Code, a 
trust or an estate, or a partnership. 


” 


From a practical standpoint, the 
Treasury should bear in mind that 
the regulations involve a two-edged 
sword. What is to prevent the in- 
vestors in a real estate development 
from having all of the substantive 
attributes of a corporation with con- 
tinuity of life, centralized manage- 
ment, limited liability and free trans- 
ferability of interests as long as they 
are circumspect in keeping the “legal 
relationships” under state law within 
the form of a partnership? Under 
those circumstances, the group can 
act as a corporation, and yet the 
individual investors may set off ex- 
penses against their individual income 
in computing their individual income 
taxes. The organization would be 
a corporation in every respect except 
that a charter had not been taken out. 
Would not the new regulations in 
such a case open a very useful loop- 
hole for taxpayers who wished all 
of the advantages of a corporation for 
purposes of operating their business, 
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but still preferred the tax advantages _ self-contradictory when they give 
of a partnership? primacy to local law and then tip their 

hat to federal law. They certainly 
Conclusion seem self-contradictory when one com- 
pares the basic discussion of princi- 
ples in the regulations with the examples 
set forth in the regulations. One is 
certainly tempted to conclude that 


‘ the old regulations represent a much 
lations have not gone off at a tangent wiser and sounder approach. The 


from the body of federal tax law new regulations have made a noble, 
beginning with the Morrissey case. The put perhaps abortive, effort to define 
new regulations seem to give local jn detail a term which defies such 
law complete dominance over federal particularized treatment.2® A return 
law. They appear to elevate form to the old regulations would appear 
over substance. They appear to be to be in order. [The End] 


From the above rather lengthy ex- 
amination of the cases and the regu- 
lations, one is faced with the question 
of determining whether the new regu- 


FINAL EISENHOWER ECONOMIC REPORT 


President Eisenhower’s Economic Report, delivered. to 
Congress on the eve of his departure from Washington, sum- 
marizes the economic developments of the year and the policy 
actions taken to promote balanced growth of the economy, 
appraises the economic outlook, and puts forward a number 
of legislative proposals designed to help achieve the purposes 
of the Employment Act of 1946. The report has a chapter 
entitled “Policies for the Future,” and it contains a few para- 
graphs on “Tax Policy.” It is here that the Eisenhower 
Administration has devised and bequeathed its views upon 
tax revision. 


“A selective revision of our tax structure is needed to pro- 
mote incentives and maintain the vigor of the enterprise 
system,” the President said. “Opportunities for effective tax 
revision will be accorded more readily as tax revenues increase 
with the growth of the economy.” 


Tax relief depends, the report continued, not only upon 
the rapid growth of the private sector but also upon continuing 
budgetary discipline. Benefits of tax revision, in other words, 
“should not be jeopardized by the hasty improvisation of 
reductions in the hope of countering cyclical downturns in 
economic activity.” 


There is a note of admonition in these final words: “Gov- 
ernment must keep a constant watch over its expenditures 
and at the same time look for opportunities to effect tax 
changes that will provide both the greater means and a greater 
stimulus to economic growth.” 


* Mr. Justice Holmes, in Towne v. Eisner, and may vary greatly in color and content 
1 ustc J 14, 245 U. S. 418, 425 (1918), stated: according to the circumstances and the time 
“A word is not a crystal, transparent and in which it is used.” 
unchanged, it is the skin of a living thought 


Medical Clinics 87 





Voting Preferred Stock 


Given in 'B" Reorganization 
May Be Section 306 Stock 


By BURTON W. KANTER 


The title of this article poses a problem which the author says is 
still unanswered despite published rulings. Mr. Kanter, 

formerly attorney-advisor to the Tax Court of the United States, 

is associated in law practice with David Altman in Chicago, Illinois. 


|B gereeee PRESENT LAW the “continuity of interest” required in 
a type “B” reorganization’ is achieved by an exchange of the 
stock of the shareholders of the corporation being acquired for voting 
stock of the acquiring corporation. The stress is laid not on the 
equity character of the continued participation of the shareholders of 
the acquired corporation in the acquiring corporation, but is laid 
instead on the voting status of such shareholders in the acquiring 
corporation.*? Thus voting preferred stock may be given as the considera- 








1 1954 Code Sec. 368(a)(1)(B); 1939 Code Sec. 112(g) (1) (b). 


* Several important tax groups recommending revisions in the reorganization 
rules and definitions favor eliminating the requirement that the requisite con- 
tinuing stock interest in the acquiring corporation of shareholders of the corpo- 
ration being acquired be in the form of a “voting” stock interest. See Surrey, 
“Income Tax Problems of. Corporations and Shareholders: American Law 
Institute Tax Project—American Bar Association Committee Study on Legislative 
Revision,” 14 Tax Law Review 1, 24-28 (1958). Also see Greene, “Proposed 
Definitional. Changes in Reorganization,” 14 Tax Law Review 155 (1959). No 
such requirement now exists in the case of a statutory merger (the “A” type 
of reorganization, Sec. 368(a)(1)(A)), but the two other forms of acquisitive 
reorganizations (the “B” and “C” types, Sec. 368(a)(1)(B) and (C), the so-called 
practical mergers—respectively, a stock for stock acquisition and a stock for 
asset acquisition) require that the stock given as consideration be voting stock. 
The Subchapter C Advisory Group takes the position “that it should be immaterial 
whether the stock ... . received is voting or nonvoting, since the test should 
be that of an economic continuity of interest rather than a right to vote.” Re- 
vised Report on Corporate Distributions and Adjustments to Accompany Sub- 
chapter C Advisory Group Amendments, submitted to the Committee on Ways 
and Means, December 11, 1958, p. 76. Perhaps the giving of voting rights 
should be significant only if the voting power given to the interests being acquired 
is significant. Even under present law, however, it is possible to virtually eliminate, 
or at least severely limit, the voting power of the interests being acquired through 
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tion in a qualified “B” reorganization 
exchange, whereas the giving of non- 
voting common stock as the considera- 
tion in the exchange will result in failure 
of the exchange as a “B” reorganization. 

The ability of an acquiring cor- 
poration to give preferred stock, albeit 
voting preferred, as part of the con- 
sideration in a qualified “B” reorganiza- 
tion can be significant in the practical 
accomplishment of an acquisition of 
another corporation.* From the point 
of view of an acquiring corporation, 
issuance of voting preferred stock, 
which is fixed as to dividends and is 
not convertible into common stock, 
represents a means to limit the par- 
ticipation of the shareholders of the 
acquired corporation in the future 
earnings and growth of the acquir- 
ing corporation where, for example, 
there is a sharp disparity in the earn- 
ings and corporate growth potential 
of the two corporations.‘ The share- 


holders of the corporation being ac- 
quired, on the other hand, might 





(Footnote 2 continued) 
the use of a votirig trust, preferred stock or 
special classes of “super” common stock. 
See Darrell, “The Use of Reorganization 
Techniques in Corporate Acquisitions,” . 70 
Harvard Law Review 1183, 1198, 1210 (1957). 
*The following are some examples. of 
recent corporate acquisitions in which pre- 
ferred stock was issued as part of the con- 
sideration paid by the acquiring company: 
(1) the merger of Abbotts Dairies, Inc., into 
Fairmont Foods Company in which Fair- 
mont issued common and new 5 per cent 
junior preferred; (2) the exchange of com- 
mon stock by the shareholders of Block and 
Kuhl Company for common and newly 
issued convertible junior preferred shares of 
Carson, Pirie, Scott & Company; (3) the 
transfer of substantially all the assets of 
Mandel Brothers, Inc., in exchange for 
common stock and new junior preferred 
shares of .Wieboldt Stores, Inc.; (4) the 
exchange of Thompson Industries, Inc. 
common shares for convertible preferred 
and common of Sheraton. Corporation of 
America; and (5) the transfer of substan- 
tially all the assets of Tavares Development 
Company in exchange for common and new 
preferred shares of Sunset International 
Petroleum Corporation. 


Voting Preferred Stock 


prefer to be issued voting preferred 
stock, which is convertible on par- 
ticular terms into common stock, as 
a means of preserving the value of 
their interests being transferred, while 
still affording them an opportunity to 
determine after the exchange whether 
they desire to maintain such a pre- 
ferred and protected status with re- 
spect to their interests or to share in 
the future equity growth of the ac- 
quiring corporation. Voting preferred 
stock in its various possible forms can 
quite clearly serve a practical need 
in meeting the economic requirements 
of some acquisition transactions which 
must be consummated as a qualified 
“B” reorganization. 


But will voting preferred stock be 
acceptable to the shareholders of the 
acquired corporation, even though re- 
ceived tax-free by them, if it is “hot” 
stock under Section 306, so that its 
subsequent disposition might result 
in ordinary income instead of capital 
gain?® 








*In reorganization acquisitions which do 
not require that the preferred stock issued 
as part of the consideration be voting pre- 
ferred, nonvoting preferred will often be 
issued at the behest of the acquiring cor- 
poration so as not to dilute unduly the 
voting power of the controlling group of 
the acquiring corporation (whether it be 
public or closely held). 


*Holders of Sec. 306 stock need not 
necessarily realize ordinary income upon the 
disposition or redemption of such stock. 
Shareholders may dispose of their Sec. 306 
stock without adverse tax consequences if 
the preferred stock is disposed of along with 
all other stock holdings in the issuing cor- 
poration and the shareholder terminates his 
entire interest in the corporation in accord- 
ance with Sec. 306(b). Redemption of Sec. 
306 stock in a distribution constituting a 
partial or a complete liquidation may also 
be accomplished without ordinary income 
tax consequences. Sec. 306 stock may also 
be the subject of a gift without realization 
of income at the time of gift. And the 
recipient of Sec. 306 stock may hold the 


shares until death and pass the shares free 
of the Sec. 306 taint. 





Applicability of ‘‘Cash Substitution” 
Test Under Regulations 


Whether voting preferred stock 
given in a “B” reorganization consti- 
tutes Section 306 stock depends on 
whether the receipt of such stock in 
pursuance of a plan of reorganization 
results in “the effect of the transac- 
tion” being “substantially the same as 
the receipt of a stock dividend.” The 


* What is stock other than common stock? 
There may be many variations of stock 
between the two prototypes of what is 
commonly recognized as common stock and 
what is commonly recognized as preferred 
stock. There is also, of course, the question 
in some circumstances of whether what pur- 
ports to be stock is stock at all or is in 
reality a debt security. In the event that 
what purports to be preferred stock is in 
reality a debt security, the issue is not one 
under Sec. 306; the issue then is whether 
or not there is a reorganization, and if so, 
whether the debt. security received constt- 
tutes “boot” in the reorganization. See 
Carlberg v. U. S., 60-2 ustc J 9647 (CA-8), 
involving whether “certificates of contingent 
interest” evidencing ownership in shares of 
the acquiring company set aside to meet 
liabilities constituted “other property.” As- 
suming, however, that what purports to be 
stock is in fact stock, whether it is common 
stock or something other than common 
stock, must depend on case law since there 
is no definition contained in the Internal 
Revenue Code or outstanding Treasury 
regulations, For a discussion of what is 
“common” stock under Sec. 306, see Black, 
“Common Stock and the Bail-out Section,” 
38 Taxes 395 (1960). The original House 
version of H. R. 8300, which became the 
Internal Revenue Code of 1954, contained 
certain definitions potentially pertinent to 
these various issues, but these definitions 
were later dropped by the Senate. See S. 
Rept. 1622, 83d Cong., 2d Sess., p. 42. For 
a. discussion of what constitutes common 
stock v. preferred stock in the case of an 
exchange of stock, see Carnahan et al. v. 
U. S., 60-2 ustc ¥9773 (DC Mont.). See, 
also, Elko Lamoille Power Company v. Com- 
missioner, 2 ustc J 768, 50 F. 2d 595 (CA-9, 
1931); Rev. Rul. 54-65, 1954-1 CB 101; Rev. 
Ru!. 57-132, 1957-1 CB 115. Similar issues 
have arisen in the area of consolidated re- 
turns where it becomes necessary to know 
the character of the stock to determine 
whether ownership. is sufficient to permit 
filing a consolidated return, since in apply- 
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Treasury regulations provide a test to 
make this determination under Regu- 
lation Section 1.306-3(d), which states 
that ordinarily Section 306 stock in- 
cludes. stock other than common stock ® 
received pursuant to a plan of re- 
organization within the meaning of 
Section 368(a) “if cash received in 
lieu of such stock would have been 
treated as a dividend’ under section 


356(a) (2) .’8 The Section 


ing the stock ownership rule of Sec. 1504(a), 
“stock” is not considered to include non- 
voting stock limited and preferred as to 
dividends. See Erie Lighting Company v. 
Commissioner, 38-1 ustc J 9030, 93 F. 2d 883 
(CA-1, 1937); Pioneer Parachute Company 
v. Commissioner, 47-2: ustc J 5911, 162 F. 2d 
249 (CA-2). The concept of “nonvoting 
stock which is limited and preferred as to 
dividends” also appears in Sec. 332(b)(1) 
pertaining to the tax-free liquidation of a 
subsidiary. 

‘It is interesting to note that the idea 
of “cash substitution” as a test is rooted in 
the statute. Paradoxically, Sec. 306(c)(2), 
which is designed to preclude finding Sec. 
306 stock where there are no earnings and 
profits, does so by determining that “no 
part of the distribution [of preferred stock] 

would have been a dividend at the 
if money had been 


time of distribution 
distributed in lieu of the stock.” (This sec- 
tion does not say, and should not be inter- 
preted as saying, that if there would have 
been a dividend however, the stock must be 


classified as Sec. 306 stock.) Essentially 
the same concept also appears in Secs. 
306(f) and 306(g)(2) for other purposes. 
The dividend character to be found under 
these several sections apparently is to be 
determined by reference to Sec. 301 and not 
Sec. 356(a)(2). 

*“Ordinarily, section 306 stock includes 
stock which is not common stock received 
in pursuance of a plan of reorganization 
(within the meaning of section 368(a)) or 
received in a distribution or exchange to 
which section 355 (or so much of section 356 
as relates to section 355) applies if cash re- 
ceived in lieu of such stock would have been 
treated as a dividend under section 356(a) (2) 
or would have been treated as a distribu- 
tion to which section 301 applies by virtue 
of section 356(b) or section 302(d).” The 
application of the preceding sentence is 
illustrated by two examples, the first of 
which is: 

“Example (1). Corporation A, having 
only common stock outstanding, is merged 
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306 character of the preferred stock 
would thus appear to depend on whether 
“boot” received in a reorganization is to 
be treated under Section 356(a)(2)° 
as having “the effect of the distribu- 
tion of a dividend.” *® Does Regula- 


tion Section 1.306-3(d) then have any 
application in a “B” reorganization? 

The “B” reorganization has long 
been thought by many to be only an 
exchange of stock by the shareholders 
of the corporation being acquired 


(Footnote 8 continued) 

in a statutory merger (qualifying as a reor- 
ganization under section 368(a)) with Cor- 
poration B. Pursuant to such merger, the 
shareholders of Corporation A received both 
common and preferred stock in Corporation 
B. The preferred stock received by such 
shareholders is section 306 stock.” (Reg. 
Sec. 1.306-3(d).) 

*Sec. 356(a)(2), which is applicable to 
any reorganization to which Sec. 355 does 
not apply, makes no reference to Sec. 301 
as a basis for making the necessary divi- 
dend determination. The cash substitution 
test applied to preferred stock received in 
a transaction to which Sec. 355 applies 
would bring Sec. 356(b) into play, and 
under that provision the dividend character 
is determined by reference to Sec. 301. This 
is in accord with Reg. Sec. 1.306-3(d), 
which applies Sec. 301 but only “by virtue 
of section 356(b) or section 302(d).” But 
see Rev. Rul. 56-586, 1956-2 CB 214, where 
it is stated that certain preferred stock con- 
stitutes Sec. 306 stock “to the extent that 
cash, if received in lieu of such _ stock, 
would have been treated as a distribution 
to which section 301 of the Code applies 
by reason of the provisions of section 
356(a)(2),” a relationship which does not 
exist. A definite distinction between a Sec. 
356(a)(2) “boot” dividend and a Sec. 301 
dividend, however, is maintained by the 
Service for some purposes at least. Cor- 
porate recipients of dividend distributions 
are normally entitled to an 85 per cent 
dividend received deduction under Sec. 243 
and noncorporate recipients to a $50 exclu- 
sion from income plus a 4 per cent dividend 
received credit under Sec. 34 and Sec. 116. 
The Service has ruled, however, in a pri- 
vate letter ruling, that amounts treated as 
dividends under Sec. 356(a)(2) are not 
eligible for this deduction, exclusion or credit. 
Kanter, “The Changing Complexion of the 
‘B’ Reorganization,” 56 American Bar As- 
sociation Journal 1317, 1319 (1959). 
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solely for voting stock, and it has 
been believed that the presence of 
any cash or other property in addi- 
tion to voting stock passing from 
the acquiring corporation as part of 
the consideration in the exchange 
would disqualify the reorganization. 
The “boot” provisions, therefore, were 
thought not to be applicable in a “B” 
reorganization.** On this assump- 
tion, it would seem that Regulation 
Section 1.306-3(d) could be interpreted 


” The statutory language under Sec. 306 
expressing the necessary condition of stock 
dividend equivalence to find that noncom- 
mon stock constitutes Sec. 306 stock is 
different from the language of Sec. 356(a)(2), 
to which reference is made in the regula- 
tions setting forth the cash substitution test 
to be applied to make that very dctermina- 
tion. Under Sec. 306 of the Code, the 
language is that “the effect of the transac- 
tion [the receipt of a noncommon stock] 
... [must be] substantially the same as the 
receipt of a stock dividend,” whereas the 
language under Sec. 356(a)(2) is with re- 
spect to the exchange itself and requires 
determining whether the exchange “has the 
effect of the distribution of a dividend.” The 
words are somewhat dissimilar, but the con- 
cepts are sufficiently similar so that the differ- 
ent words should not require different results. 

™ See, e.g., 3 Mertens, Law of Federal In- 
come Taxation (Rev.), Sec. 20.147, footnote 
84a; Bittker, Federal Income Taxation of 
Corporations and Shareholders, Sec. 12.08; 
Rabkin and Johnson, Federal Income Gift 
and Estate Taxation, Secs. 31.04, 32.02; Cohen, 
Surrey, Tarleau and Warren, “A Technical 
Revision of the Federal Income Tax Treat- 
ment of Corporate Distributions to Share- 
holders,” 52 Columbia Law Review 1 (1952); 
A. L. I. Federal Income Tax Statute, Tenta- 
tive Draft No. 7 (1952), at pp. 338-340; 
Cohen, Silverman, Surrey, Tarleau and 
Warren, “The Internal Revenue Code, 1954; 
Corporate Distributions, Organizations, and 
Reorganizations,” 68 Harvard Law Review 
393 (1955); Darrell, work cited at footnote 
2; Leake, “Problems in Corporate Acquisi- 
tions,” 13 Tax Law Review 67 (1957); Don- 
nelly, “Courts Wrongly Permit Boot in Old- 
Law Reorganizations,” 11 Journal of Taxation 
138 (1959); Note, “Recognition of Gain 
Limited to Cash Received Which Barred 
Reorganization Characterization,” 57 Columbia 
Law Review 591 (1957); Kanter, work cited 
at footnote 9; Note, “Reorganizations—(B) 

(Continued on following page) 
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as. not being applicable in the case of a 
“B” reorganization, for the reason 
that under Regulation Section 1.306-3 
(d) the noncommon stock received 
must have been received pursuant to 
a plan of reorganization, but the sub- 
stitution of cash for the preferred 
stock received would have the effect 
of disqualifying the reorganization so 
that Section 356(a)(2) could never 
come into play. There being no re- 
organization, gain on the exchange 
would be recognized and would con- 
stitute capital gain; there would, there- 
fore, be no basis for finding a dividend.** 


The structure of the pertinent 
sentence of the regulation, however, 
is rather awkward and not necessarily 
clear in this regard. The Internal 
Revenue Service might undertake a 
different interpretation. It would be 


quite possible for the Service to take 
the position that once there is a find- 
ing that stock other than common 
stock has been received in the transac- 
tion in pursuance of a plan of reorgan- 
ization without regard to Regulation 


Section 1.306-3(d), the cash substitu- 
tion to be made under the regulation 
will have no effect on the qualification 
of the reorganization. The cash sub- 


(Footnote 11 continued) 

Reorganization Exists Though Boot Is Re- 

ceived,” 73 Harvard Law Review 1402 (1960). 
™ See Alexander and Landis, “Bail-Outs 

and the Internal Revenue Code of 1954,” 65 

Yale Law. Journal 909, 935 (1956). 

“It should be noted, however, that the 
limitations on the tax impact of the “boot” 
provisions are not applicable under Sec. 306. 
See Stinson, “Some Subchapter C Trouble 
Spots—After Two Years,” 34 Taxes 890, 
904 (1956). Under present law, “boot” is 
taxable but not in excess of gain realized 
in the transaction. Thus, if there is any 
gain on the transaction, even though sub- 
stantially less than the value of the preferred 
stock received and, therefore, less than the 
amount’ of the substituted cash, the entire 
preferred stock received will nonetheless be 
Sec: 306 stock. (But see Rev. Rul. 56-586, 
1956-2 CB 214, under which it appears that 
Sec. 306 stock may have been found only 
to the extent of gain realized in the trans- 
action.) In fact, even if there were a loss 
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stitution to be made after such finding 
is only to be made for the purpose of 
determining whether there would have 
been a “boot” dividend under Section 
356(a)(2) assuming the existence of a 
qualified reorganization. The two re- 
quirements, then, for noncommon stock 
to be deemed Section 306 stock under 
Regulation Section 1.306-3(d)—that is, 
(1) that the stock be received in a 
reorganization and (2) if cash were 
substituted for such stock, that the 
cash would be treated as a “boot” 
dividend—are not co-ordinate. They 
are not both to be determined after 
the cash substitution is made, Rather, 
the existence of a qualified reorganiza- 
tion is to be determined before the 
cash substitution is made and there- 
after to be unaffected by the substi- 
tution. Thus, it is not necessary that 
“boot” actually be permitted in the 
particular type of reorganization, the 
rule being in effect that if “boot” 
were permitted and if the “boot” were 
cash, then would such cash “boot” 
have been treated as a dividend under 
Section 356(a) (2). If this test is met, 
the preferred stock for which the cash 
substitution is made is Section 306 
stock.,*® 


(unrecognized) on the transaction, it is 
quite probable that the preferred stock re- 
ceived would be classified as Sec. 306 stock. 
It might be argued that the test under Sec. 
356(a) (2) is only with respect to the realized 
but unrecognized gain on the theory that 
the statutory language holding noncommon 
stock to be Sec. 306 stock calls for such 
finding “only to the extent” the effect of 
the transaction was substantially the same 
as the receipt of a stock dividend and, 
therefore, the amount of Sec. 306 stock 
should be so limited. But see Example 1 
of Reg. Sec. 1.306-3(d) (quoted in footnote 
8) which makes no mention of this. 

It has been suggested (see Alexander and 
Landis, work cited at footnote 12) that 
because there must be some unrecognized 
gain or loss in the transaction to find Sec. 
306 stock, this result would not be possible 
if the consideration received consisted of 
not only common and preferred shares but 
also cash in an amount equal to or exceed- 
ing any gain; since then the substitution of 
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Nonetheless, it is a paradox to have 
to consider treatment of “boot” as a 
dividend or not in a “B” reorganiza- 
tion, if “boot” is not permitted in a 
“B” reorganization. And solving any 
difficulty inherent in the language of 
Regulation Section 1.306-3(d) by treat- 
ing the cash substitution as strictly con- 
ceptual does not resolve this paradox."* 


Turnbow and Howard Permit 

Boot" in *'B’’ Reorganization 
The permissibility of “boot” in a 

qualified “B” reorganization, however, 


(Footnote 13 continued) 

cash does not produce “boot,” there can be 
no Sec. 306 stock. The difficulty with this 
view is that it imports into the problem a 
logical application of the principles of Sec. 
356(a)(2), which it is possible the Service 
would not follow. It is possible that the 
Service would argue that it is not necessary 
to distinguish between the actual cash re- 
ceived and the substituted cash, so. that 
there is no exhaustion of the gain first by 
the cash actually received, and there might 
still be deemed to be a “boot” dividend. 

It is also immaterial whether the earnings 
and profit of the corporation are equal to 
the value of the preferred stock as long as 
there are some earning and profits. (Reg. 
Sec. 1.306-3(a).) 

“The Service could ground its position 
on the fundamental statutory principle that 
the distribution have the effect of a stock 
dividend, treating the cash substitution test 
as merely an artificial technique for making 
that necessary determination when it can- 
not otherwise be made solely on the basis 
of the actual circumstances. See text below. 

® These 1939 Code cases would be of no 
interest in connection with the instant Sec. 
306 problem—for all practical purposes Sec. 
306 has no application to stock received in 
transactions under the 1939 Code—if they 
were not in all probability equally as appli- 
cable under the 1954 Code. 

The statutory complex of the 1939 Code 
affecting the “B” reorganization is not sig- 
nificantly dissimilar from that under the 
1954 Code. The general rule that gain 
realized on the exchange of property is 
recognized except as otherwise provided 
is set forth in Sec, 112(a) of the 1939 Code 
and Sec. 1002 of the 1954 Code. However, no 
gain or loss is recognized under Sec. 112(b) 
(3) and Sec. 354(a) (1), respectively, if an 
exchange of stock or securities in a corpora- 


Voting Preferred Stock 


is no longer an impossibility under 
either the Internal Revenue Code of 
1939 or the Internal Revenue Code 
of 1954 under the court of appeals 
decision in Howard v. Commissioner, 
57-1 uste § 9232, 238 F. 2d 943 (CA-7, 
1956), rev’g CCH Dec. 21,163, 24 TC 
792 (1955), and the Tax Court deci- 
sion in Grover D. Turnbow, CCH Dec. 
23,640, 32 TC 646 (1959), rev’d, 61-1 
ustc {9148 (CA-9, 1960). And it 
would specifically be permitted under 
the proposed Subchapter C Advisory 
Group recommendations on Corporate 
Distributions and Adjustments."® 


tion a party to a reorganization, in pursuance 
of a plan of reorganization, is solely for stock 
or securities in such corporation or in another 
corporation a party to a reorganization. 
With only minor language differences—per- 
taining primarily to the 1954 Code change 
permitting a “creeping reorganization” (see 
McDonald and Willard, “Tax Free Acquisi- 
tions and Distributions,” Proceedings of New 
York University Fourteenth Annual Institute 
on Federal Taxation (1955), p. 870)—Sec. 
112(c)(1) and Sec. 356(a)(1) provide that 
if the exchange would have qualified under 
Sec. 112(b)(3) and Sec. 354(a)(1) but for 
the receipt of cash or property (“boot’’) 
other than the permissible stock or securi- 
ties, then the gain is not recognized in full 
under Sec. 112(a) and Sec. 1002 but is 
recognized only in an amount not in excess 
of the boot. What constitutes a reorganiza- 
tion, pursuant to which an otherwise quali- 
fied exchange will be subject to the rules 
of Sec. 112(b)(3) and Sec. 354(a)(1), or 
Sec. 112(c) and Sec. 356(a), is set forth in 
the definition sections—1l112(g) and 368(a) 
—the “B” reorganization being covered in 
Sec. 112(g)(1) and Sec. 368(a)(1)(B). 

It has been suggested, nevertheless, that 
Turnbow and Howard even if they reflect 
principles properly applicable under the 1939 
Code are not necessarily equally applicable 
under the 1954 Code, because of the change in 
the “C” type of reorganization under the 1954 
Code to permit some “boot.” This interpreta- 
tion, however, would seem to be illogical, and a 
fairer view is that the change did not reflect 
a change of Congressional intent as to the 
basic rules. For a fuller analysis of this 
view, see Donnelly, work cited at footnote 
11, and Kanter, work cited at footnote 9. 

* Revised Report on Corporate Distribu- 
tions and Adjustments cited in footnote 2, 
contained in H. R. 4459 introduced 86th 
Cong., Ist Sess. 
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In both Turnbow and Howard, cash 
in addition to voting stock was given 
by the acquiring corporation as part 
of the consideration in the exchanges 
involved. The Commissioner deter- 
mined in each case that the taxpayer’s 
full gain on the exchange was to be 
recognized under Section 112(a) of 
the Internal Revenue Code of 1939 
on the ground that the transaction 
did not qualify as a Section 112(b) (3) 
tax-free exchange, since there was no 
“B” reorganization as defined in Sec- 
tion 112(g)(1)(B) (Section 368(a) (1) 
(B) of the 1954 Code), the exchange 
not being “solely for stock of the ac- 
quiring corporation.”** The Tax 
Court in Turnbow and the court of 
appeals in Howard held that Section 
112(c)(1) (Section 356(a)(1) of the 
1954 Code) was applicable, so that 
despite the receipt by taxpayer of 
cash as well as stock in the reorganiza- 
tion exchange, the taxpayer’s full gain 
was not to be recognized, but instead 
his realized gain was to be recognized 
only to the extent of any “boot” 
received. 


In neither case, however, was con- 
sideration given to the question of 
whether “boot” received in a “B” re- 
organization is to be treated as a 
dividend under Section 112(c)(2) 
(Section 356(a) (2) of the 1954 Code). 
In Howard the issue did not arise, 
because the particular taxpayer in- 
volved received only stock for his 
stock; thus he personally received no 
“boot.” In Turnbow, where cash 
“boot” was received, the issue simply 
seems not to have been raised in the 


“For comment on qualification of the 
transaction in Howard as a reorganization 
under the definition of Sec. 112(g)(1)(B), 
see Roehner on Federal Taxation, Vol. 5, 
No. 3 (November 6, 1959); Merritt, “Tax 
Free Corporate Acquisitions—The Law and 
the Proposed Regulation,” 53 Michigan Law 
Review 911 (1955). 

* Kanter, work cited at. footnote 9; Don- 
nelly, work cited at footnote 11. See, also, 
Pennell, “Corporate Organizations and Re- 
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Tax Court. It. would seem clear, 
however, that if “boot” is permitted 
in the “B” reorganization, then divi- 
dend treatment of the “boot” under 
Section 356(a)(2) is possible; ** and 
consequently, treatment of qualified 
preferred stock given in a “B” re- 
organization as Section 306 stock be- 
comes possible under Regulation 
Section 1.306-3(d) apart from any in- 
terpretation difficulties otherwise to 
be encountered under the language 
of the section. This is particularly 
true when it is recognized that no 
amount of “boot” would seem to dis- 
qualify the reorganization under the 
Tax Court decision in Turnbow and 
the court of appeals decision. in 
Howard. 


Advisory Group Proposals 


Under the advisory group proposals, 
“boot” would clearly be permitted in 
a “B” reorganization. The advisory 
group proposes to reverse the Howard 
court of appeals and the Turnbow 
Tax Court rule, so that the “boot” 
rule would operate only in a trans- 
action which, independent of the effect 
or applicability of the “boot” provi- 
sions, qualified as a reorganization 
under the Section 368 definitions. 
Changes in the reorganization defini- 
tions, though, would have the effect 
of also reversing the result in the Tax 
Court decision in Turnbow (reaching 
the result reached by the court of 
appeals) but leaving unchanged the 
result in Howard.*® The advisory 
group would find a “B” reorganiza- 
tion with respect to each individual 


organizations,” 45 Illinois Bar Journal 60 
(1956). 

”For a more complete discussion of the 
impact of the court of appeals decision 
in Howard and the Tax Court decision 
in Turnbow and the relationship to the 
advisory group proposals, see the author’s 
discussion under the title “The Changing 
Complexion of. the ‘B’ Reorganization,” 
cited at footnote 9. 
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shareholder of the acquired corpora- 
tion if at least two thirds of the con- 
sideration received by the shareholder 
in the exchange is stock of the ac- 
quiring corporation—the balance of 
the consideration may be cash or 
other property—provided the acquir- 
ing corporation has control of the 
acquired corporation immediately after 
the exchange or within six months 
after the exchange. The “boot” which 
would be permitted under the advisory 
group proposals would be taxed in a 
different manner from the taxation 
of “boot” under present law, and the 
tax treatment of the “boot” under a 
revised section replacing Section 356 
(a)(2) clearly includes possible taxa- 
tion as a dividend under Section 301.”° 


In the light of these extensive 
changes, the advisory group in its 
report specifically recognizes that vot- 
ing or nonvoting preferred shares 
given in a “B” reorganization (under 
its proposed definition) may consti- 
tute Section 306 stock, sirtce the re- 


ceipt of cash instead can result in 
“boot” taxable as a dividend under 


the revised section for Section 356 
(a)(2). The advisory group’s report 
specifically states that it has “con- 
sidered whether the present definition 
of section 306 stock in the case of 
corporate reorganizations should 
be revised and whether the interpreta- 
tion of this definition by the regula- 
tions [Regulation Section 1.306-3(d) | 
was appropriate,” and that it con- 
siders that “the interpretation of the 
present statutory test by the regula- 
tions provides a satisfactory interpreta- 
tion of the statute... .” 





* The proposed “boot” rules would not 
limit taxation to the amount of realized but 
unrecognized gain, but would tax the full 
amount of the “boot,” limited, however, to 
available earnings and profits, in the same 
manner as if the distribution were made 
without the occurrence of a reorganization. 
The manner of taxing the “boot” would be 
as a dividend under Sec. 301, a redemption 
under Sec. 302(b), a distribution under Sec. 
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The paradox of finding Section 306 
stock in a “B” reorganization when 
“boot” is not permitted appears at 
first to have been eliminated by per- 
mitting “boot.” But the advisory 
group proposals do not completely 
eliminate the paradox as do the 
Howard court of appeals and Turn- 
bow Tax Court decisions, to the extent 
the cash substitution to be made un- 
der the regulations gives rise to “boot” 
exceeding the amount specifically per- 
mitted under the proposed “B” re- 
organization definition. The advisory 
group intends to simultaneously re- 
verse the Howard court of appeals 
rule and permit some “boot” in a “B” 
reorganization so cash could not auto- 
matically disqualify the reorganiza- 
tion, but the substitution of too much 
cash for stock would still disqualify 
the reorganization. For example, a 
particular shareholder receiving 50 
per cent of his consideration in voting 
(or nonvoting) common stock, 20 per 
cent in voting preferred stock and the 
balance in cash would, assuming the 
other conditions were met, be participat- 
ing in a qualified “B” reorganization 
transaction. However, if cash were sub- 
stituted for that preferred stock, even 
under the advisory group proposals, 
with respect to this shareholder, there 
would be no reorganization. So pre- 
cisely the same difficulty in construc- 
tion which exists under Regulation 
Section 1.305-3(d) under the present 
law (except for the Howard court of 
appeals and Turnbow Tax Court deci- 
sions) also exists under the advisory 
group proposals which include reten- 
tion of the present language of the 


302(b) or a distribution in partial liquida- 
tion under Sec. 346, depending on the treat- 
ment which would have been accorded 
the other property received in the circum- 
stances if there were no reorganization. 
Thus, the tax effect of a reorganization 
“boot” distribution would be determined 
under the basic dividend, stock redemption 
and partial liquidation rules. 
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regulations. The advisory group pro- 
posals, however, by permitting “boot” 
in a “B” reorganization and specifically 
making it possible to have the “boot” 
treated as a dividend under Section 
301 make it somewhat easier, perhaps, 
to determine whether the substituted 
cash is to be treated as a dividend 
and, thus, the preferred stock as Sec- 
tion 306 stock.” 


Dividend Determination Necessary 


Under both present law (including 
Howard and Turnbow) and the ad- 
visory group proposals, it is necessary 
to determine whether or not, if cash 
is substituted for the preferred stock 
given in the reorganization, the re- 
sulting “boot” (regardless whether 
or not permitted in the reorganiza- 
tion) would (if permitted) be treated 
as a dividend under Section 356(a) (2) ; 
otherwise there is no basis for apply- 
ing Regulation Section 1.306-3(d). 


This is not always an easy question, 





**In footnote 13 it is indicated that under 
present law “boot” is taxed only to the 
extent of gain, but that this rule probably 
did not. limit the amount of preferred stock 
which might be considered Sec. 306 stock 
provided. some gain was realized in the 
transaction. Under the proposed Subchapter 
C Advisory Group recommendations, the 
taxation of boot at the shareholder level 
is to be without regard to whether or not 
the shareholder realizes any gain on his 
exchange of stock in the reorganization. 
See Revised Report on Corporate Distribu- 
tions cited at footnote 2, at p. 67, where 
the group recommends that Sec. 356 be 
amended to tax a shareholder on the receipt 
of boot in a reorganization “whether or not 
he has a gain on the exchange” in the same 
manner as he would be taxed if the distribu- 
tion were made by the corporation without 
a reorganization occurring. Any inconsist- 
encies pointed out in footnote 13 resulting 
from application of the cash substitution 
test under the present “boot” rules, such as 
that described above, would be less illogical 
under the advisory group proposals, though 
perhaps the results would be no more sound 
in principle. 

= Commissioner v. Estate of Bedford, 45-1 
ustc J 9311, 325 U. S. 283. See, generally, 
Ayers and Repetti, “Boot Distributions 
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however. Any resolution involves a 
basic conflict in philosophy as to 
whether or not Section 356(a) (2) 
represents an “automatic dividend” 
rule to the extent of earnings and 
profits ** (a position which for all 
practical purposes appears to have 
been adopted by the Internal Revenue 
Service **) or whether it is necessary 
to make a case-by-case factual deter- 
mination of the “net effect” of the 
distribution to determine whether it 
has the effect of a dividend, bringing 
into play the many factors which have 
been relevant in numerous cases in 
determining what constitutes being 
“essentially equivalent to a dividend” 
or what “has the effect of a dividend” or 
what is “to be treated as a dividend.” 


If a dividend would result, the 
preferred stock received will clearly 
be Section 306 stock. However, op- 
portunity may nonetheless still exist 
to avoid the penalties upon disposing 
of Section 306 stock if it can be estab- 


Under the 1954 Tax Code,” 32 Notre Dame 
Lawyer 44 (1957); Murphy, “Dividend 
Equivalency—The End of the Beginning?” 
10 Tax Law Review 213 (1955) ; Wittenstein, 
“Boot Distributions and Section 112(c)(2): 
A Re-examination,” 8 Tax Law Review 63 
(1952). 

*In fact, most cases since Bedford, cited 
at footnote 22, would seem to have resulted 
in dividend treatment whenever there were 
available earnings and profits. But com- 
pare Idaho Power Company v. U. S., 58-1 
ustc § 9511, 161 F. Supp. 807 (Ct. Cls.), 
and Ross v. U. S., 59-2 ustc J 9493, 173 
F. Supp. 793 (Ct. Cls.). In Example 1 
contained in Reg. Sec. 1.306-3(d), without 
any discussion whatsoever of. the factual 
circumstances—in fact, without even men- 
tioning whether or not there were available 
earnings and profits, though this must. have 
been assumed—the Service applies the cash 
substitution test automatically to find divi- 
dend equivalence in the case of a statutory 
merger. The various other published rul- 
ings referred to in footnote 24 would also 
indicate this result. Thus, it seems quite 
clear that as far as the Service is concerned, 
there is an automatic dividend result when- 
ever there are available earnings and profits. 
See also Rev. Rul, 56-220, 1956-1 CB 191, 
and Rev. Rul. 57-586, 1957-2 CB 249. 
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lished under Section 306(b) (4) “[t]hat 
the distribution, and the disposition 
or redemption [of] the Sec- 
tion 306 stock, was not in pursuance 
of a plan having as one of its principal 
purposes the avoidance of Federal 
income taxes.” 


Published Rulings Hold 
No Tax Avoidance Purpose 

While no published ruling has been 
issued with respect to whether pre- 
ferred stock in a “B” reorganization 
constitutes Section 306 stock,** several 
rulings have been published pertain- 
ing to statutory mergers, to “C” re- 
organizations and to recapitalizations. 
These rulings have dealt directly with 
both questions : whether the preferred 


* Rev. Rul. 57-103, 1957-1 CB 113, which 
involves the receipt of voting preferred and 
voting common stocks in a “C” reorganiza- 
tion, is the. only published ruling which 
might have indicated what position the 
Service would take in determining whether 
voting preferred received in a “B” reorgan- 
ization along with voting common would 
constitute Sec. 306 stock. The Service posi- 
tion under both the 1939 and 1954 Codes is 
that the sole consideration which may be 
given in a “B” reorganization is voting 
stock. See the Howard and Turnbow cases, 
above. The Service maintains the same 
position with respect to the “C” reorganiza- 
tion under the 1939 Code. Under the 1954 
Code, however, a limited amount of other 
property may be given without disqualify- 
ing the reorganization. It would seem 
apparent, though, that the Service position 
must be that the amount of such other 
property must be strictly limited to the 
amount permitted under the statute and that 
the giving of any larger amount would 
disqualify the reorganization. The “C” 
reorganization in Rev. Rul. 57-103 involved 
the receipt of voting preferred and voting 
common, but unfortunately no information 
is reflected in the ruling to indicate what 
percentage in value of the total preferred 
and common stock given was represented 
by the preferred stock. Therefore, it is 
not possible to tell, under the cash substitu- 
tion tegt of the regulations, if the preferred 
had been cash, whether the cash would 
have exceeded the allowable other property 
(“boot”) permitted under the 1954 Code. 
And thus it is not possible to tell whether 
the Service, in finding that the preferred 
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stock given in the exchange in such 
transactions constitutes Section 306 
stock; and if so, whether the disposi- 
tion or redemption of the preferred 
stock received will be exempted from 
ordinary income treatment. 

In each of the first four of the five 
rulings which have been issued (Rev. 
Ruls, 56-116, 56-223, 57-103, 57-212 and 
60-1), it has been held specifically 
that the preferred stock involved con- 
stituted Section 306 stock; but that 
in the particular circumstances in- 
volved, the distribution—and in cer- 
tain instances, any disposition or 
redemption—would not be considered 
to be in pursuance of a plan having 
as one of its principal purposes avoid- 
ance of federal income taxes.*° 
stock received constituted Sec. 306 stock, 
considered—or had to consider—the 
arguments suggested in the text above. If 
the substituted cash were than that 
permitted under the Code, then the issue 
would not have been presented; if in ex- 
cess, then the issue would have been pre- 





even 


less 


sented clearly. 

* Rev. Rul. 56-116, 1956-1 CB 6, involved 
a statutory merger of two publicly held 
companies under which the surviving cor- 
poration gave both nonvoting preferred and 
voting common in exchange for the com- 
mon stock of the other corporation. In 
reaching its final conclusion that Sec. 
306(a)(1) was not applicable, the Service 
carefully pointed out that in this instance 
the shares of common stock given consti- 
tuted than 20 per cent of the total 
common outstanding of the surviving cor- 
poration and that there was no present 
intention of redeeming any of the preferred 
stock (except to the extent required under 
the provisions of purchase fund and sinking 
fund agreements). Emphasis was also placed 
on the fact that the common stocks of both 
companies were widely held, and that there 
were business reasons for the f 
the' nonvoting preferred—namely, to limit 
participation of the shareholders in the 
nonsurviving company in the future growth 
of the surviving company and, also, to limit 
the dilution of the voting power of the 
shareholders of the surviving corporation. 

Rev. Rul. 56-223, 1956-1 CB 162, involved 
a recapitalization under which the corpora- 
tion issued new preferred (apparently non- 
voting) and common stock in exchange for 


less 


issuance of 


(Continued-on following page) 
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Various factual circumstances will 
bear on and be relevant to determin- 
ing in any given case whether the 
Section 306 preferred stock will be 
exempted from “hot” stock treatment 
on disposition or redemption on the 
ground that the transaction does not 
have as one of its principal purposes 


(Footnote 25 continued) 


the outstanding common shares. A large 
portion of the original common shares of 
the corporation was held by employees who 
desired to dispose of those shares prior to 
the recapitalization. A group of these em- 
ployees had entered into an arrangement for 
the disposition of those shares or any new 
shares resulting from any rearrangement 
of the capital structure of the corporation. 
The new preferred shares, therefore, were 
subject to the arrangement for disposition. 

The Service held that the preferred stock 
constituted Sec. 306 stock but, again, that 
disposition would not be in pursuance of a 
plan having as one of its principal purposes 
the avoidance of federal income tax. Em- 
phasis was placed on the fact that each 
shareholder was disposing of both his pre- 
ferred and common, his complete interest 
in the corporation; and with respect to the 
shareholders making the disposition, for all 
practical purposes, it was as though the 
reorganization never took place, since all 
they had done was to receive two pieces 
of paper where there was one before, the 
two new pieces of paper being subject to 
exactly the same terms of agreement as 
the old piece of paper. 

It is significant that the holding was that 
the Sec. 306(b)(4) exemption applies to 
Sec. 306(a) in its entirety and not just 
subsection (1) of Sec. 306(a), as under Rev. 
Rul. 56-116, so that the dispositions covered 
were not restricted so as to exclude re- 
demptions. 

Rev. Rul. 57-103, as indicated in footnote 
23, grew out of a “C” reorganization under 
which a publicly held corporation gave vot- 
ing preferred and voting common stock to 
a closely held corporation in exchange for 
all of its assets. The finding of Sec. 306 
stock and exeinption under Sec. 306(b) (4), 
again with respect to all of Sec. 306(a), 
appears to have been based mainly on the 
fact that the total preferred and common 
stock given by the acquiring corporation 
constituted only 5 per cent of its entire 
outstanding stock (it is not stated in the 
ruling whether this percentage refers to 
the number of shares or the value of the 
shares). 
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tax avoidance. For example, the 
public status of two companies, parties 
to a reorganization in which preferred 
stock is‘given as part of the considera- 
tion, and wide distribution of the 
stockholdings in both companies would 
probably militate against the existence 
of any tax avoidance purpose under 


The two important features of this ruling 
are that (1) no special qualification was 
stated that the disposition was not in an- 
ticipation of a redemption and (2) in this 
case, exemption was granted even though 
only one of the companies (the acquiring 
corporation) was publicly owned while the 
other was closely held. (A caveat would 
seem in order, however, since it should not 
be assumed that the exchange of common 
of a closely held company for preferred and 
common of a publicly held company is in 
all cases free of possible “bail out” taint.) 

Later in 1957, the Service issued Rev. 
Rul. 57-212, 1957-1 CB 114, citing only Rev. 
Rul, 56-116 and neither Rev. Rul. 56-223 
nor Rev. Rul. 57-103. Rev. Rul. 57-212, 
like Rev. Rul. 56-116, also involved a stat- 
utory merger, in which the stockholders of 
the corporation being acquired received 
common and preferred stock in the surviv- 
ing acquiring corporation. The merger 
agreement provided for a sinking fund for 
the preferred stock. (These amounts could 
be applied for the purchase of the preferred 
stock either in the open market or to the 
redemption by lot of sufficient . preferred 
shares to satisfy the sinking fund require- 
ments.) The Service held that neither the 
distribution of the preferred stock in the 
merger nor the subsequent redemption was 
in pursuance of a plan of tax avoidance 
within the meaning of Sec. 306(b)(4). It 
held that Sec. 306(a)(1) would not be ap- 
plicable to the proceeds of the sale of such 
shares. (whether or not in anticipation of a 
redemption through the operation of the 
sinking fund) and that Sec. 306(a)(2) would 
not be applicable to amounts distributed in 
redemption pursuant to the sinking fund 
provisions. 

The Sec. 306(b)(4) ruling, like the two 
immediately preceding rulings, covered all 
dispositions under Sec. 306(a); but unlike 
the prior rulings, this one was issued sub- 
sequent to the consummation of the merger 
and would appear to indicate that where 
an anticipated redemption is to be under- 
taken in orderly fashion over a long period 
of time it will be exempted from Sec. 306 
(a)(2). The Service also clarified again 
the point originally left in doubt by Rev. 
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virtually any circumstances. If, how- 
ever, the acquired corporation were 
owned by one shareholder, or the 
percentage of stock obtained in the 
acquiring corporation upon the re- 
organization were sufficient for the 
shareholders of the acquired company 
to dominate the acquiring company, 
the result might well be otherwise. 
On the other hand, if only a small 
portion of the common shareholders 
of the acquired company would sub- 
sequent to the reorganization also 
own preferred, the stock dividend 
character of the distribution might 
not be at all clear. The existence of 
a valid business, that is, a corporate 
business purpose from the point of 
view of the issuer, motivating the 
issuance of the preferred stock, as 
distinguished from any desires of the 
shareholders of the acquired company, 
might also be an important indication 
of the absence of any principal tax 
avoidance motive for the distribution. 
Any plan for redemption, of course, 
would have to be closely scrutinized 
to determine whether or not it repre- 
sented a step in a tax avoidance plan. 
An orderly redemption under a long- 
term sinking fund program generally 
would not evidence a tax avoidance 


scheme. An actual redemption, how- 
ever, shortly after the reorganization 
which was in fact anticipated would 
in most circumstances probably be 
considered a step in a bail-out plan. 
The particularization of these various 
factors and their relative significance 
must remain, however, for a case-by- 
case determination whenever it is 
necessary to decide whether Section 
306 stock is to be exempted under 
Section 306(b) (4).”° 


Latest Ruling Finds No 306 Stock 

The fifth and most recently pub- 
lished ruling, Rev. Rul. 60-1, has held 
that the preferred stock in question 
did not constitute Section 306 stock. 
In that ruling there was a recapitaliza- 
tion of the surviving company in con- 
nection with a merger. The recapitali- 
zation consisted of an exchange of old 
preferred for new preferred by share- 
holders owning both old preferred 
and common. In contrast to the four 
earlier rulings, the Service concluded 
that the new preferred in this instance 
did not constitute Section 306 stock, 
on the ground that the effect of the 
receipt of the preferred was not sub- 
stantially the same as the receipt of 
a stock dividend.” 








(Footnote 25 continued) 


Rul. 56-116: that exemption of the sale of 
the preferred shares from Sec. 306 is not 
conditioned on such sale not being a result 
of an anticipated redemption, at least an 
orderly one under a purchase or sinking 


fund plan. Any qualification on the exemp- 
tion would seem clearly limited to a re- 
demption shortly after the merger which 
was in fact anticipated. 

Rev. Rul. 57-212 makes no specific men- 
tion of the business purpose for the issuance 
of the preferred stock, as did Rev. Rul. 
56-116; nor does it include any reference to 
the percentage of the stock of the surviving 
corporation to be held by the stockholders 
of the transferor corporation; nor does it 
indicate whether either one or both of the 
companies were publicly owned or closely held. 

*If there is not an automatic dividend 
rule under Sec. 356(a)(2), then it is quite 
possible that some of these same circum- 
stances may be pertinent to determining in 
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the first instance whether or not there is 
Sec. 306 stock. 

™The Service emphasized the following 
circumstances: 

“(1) The old preferred stock which was 
surrendered was stock in a publicly held 
corporation and the new preferred stock 
received is also stock of a publicly held cor- 
poration. 

“(2) The new preferred stock is 
largely owned by the management. 

“(3) There is no single dominant group 
in the survivor corporation. 

“(4) Only persons who owned 17.6 per- 
cent of the common stock after the merger 
will also own preferred stock and all of 
these will own only about 24 percent of the 
preferred. 

“(5) The new preferred stock was issued 
solely to the holders of the old preferred 
stock to meet the needs of the corporation 
and not for the convenience of the share- 
holders.” Rev. Rul. 60-1, 1960-1 CB 143. 


99 


not 





This conclusion may possibly have 
been reached without specifically ap- 
plying the cash substitution test, 
though the situation involved in Rev. 
Rul. 60-1 is extremely similar to that 
involved in Example 2 under Sec- 
tion 1.306-3(d) of the regulations, 
where it is stated that the new shares do 
not constitute Section 306 stock.** On 
the other hand, in each of the first 
four rulings (one of which also in- 
volved a recapitalization situation, 
though in that instance the exchange 
was of preferred and new common 
for old common) the cash substitu- 
tion test of the regulations was ap- 
parently applied on an automatic 
dividend equivalence basis to find Sec- 
tion 306 stock,” requiring exemption 
from the consequences of such find- 
ing through the exercise of the dis- 
cretionary authority of the Service 
to hold that there is no principal tax 
avoidance purpose underlying the dis- 
tribution, disposition or redemption. 

Clearly it would be reading too 
much into Rev. Rul. 60-1 (particularly 
since it does not involve an acquisi- 
tive reorganization but only a_re- 
capitalization where similar stock is 
exchanged for already outstanding 
stock of substantially the same type) 


to state that it indicates more than a 
mere possibility that a finding of Sec- 
tion 306 stock is not necessarily auto- 
matic in every case, if circumstances 
can be demonstrated that the distribu- 
tion did not in fact (without regard 
to the cash substitution test of the 
regulations) have the effect of a stock 
dividend.*® The fact that the regula- 
tions, in introducing the cash substitu- 
tion test and interpreting it by two 
examples (including the example which 
is almost identical to Rev. Rul. 60-1), 
use the limiting word “ordinarily,” 
tends perhaps to imply that while in 
most cases the test will result in a 
finding of Section 306 stock, an op- 
posite finding is nonetheless possible. 
The difficulty here, though, is that 
this implies that under the cash sub- 
stitution test such an opposite finding 
may be made, but it does not imply 
that the cash substitution test itself 
may be ignored and the broader test 
of the statute—that is, whether or 
not the transaction has the effect of 
a stock dividend—can be applied in- 
dependently of the cash substitution test. 

If the cash substitution test were 
put into perspective—in theory at 
least—and considered only a guide or 
technique to artificially determine, 





*=“Example (2). X and Y each own one- 
half of the 2,000 outstanding shares of pre- 
ferred stock and one-half of the 2,000 
outstanding shares of common stock of 
Corporation C. Pursuant to a reorganiza- 
tion within the meaning of section 368(a) 
(1)(E) (recapitalization) each shareholder 
exchanges his preferred stock for preferred 
stock of a new issue which is not substan- 
tially different from the preferred stock pre- 
viously held. Unless the preferred stock 
exchanged was itself section 306 stock the 
preferred stock received is not section 306 
stock.” Reg. Sec. 1.306-3(d). 

* See, e. g., Rev. Rul. 56-586, 1956-2 CB 
214, where no mention is even made of the 
statutory language of the distribution hav- 
ing.the effect of stock dividend, and the 
finding of Sec. 306 stock is based solely on 
application of a cash substitution rule. 

” To the extent a ruling may be obtained 
on the ground that Sec. 306(b)(4) is appli- 
cable, the character of the stock as Sec. 306 
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stock may not for most practical purposes 


be significant. However, it must be recog- 
nized that one is in a stronger position if 
there is a finding that there is no Sec. 306 
stock, particularly since factual circum- 
stances may change and could alter the 
effect of a ruling merely holding that under 
the particular circumstances disposition of 
Sec. 306 stock would not appear to have as 
a principal purpose tax avoidance. 

The dispensing power given the Internal 
Revenue Service under Sec. 306(b)(4) has 
been severely criticized on broad grounds as an 
“unwarranted and unwise” surrender to ad- 
ministrative discretion in a taxing statute, 
particularly since “the warrant is for a dis- 
pensing power exercisable without refer- 
ence to any known standards.” Brown, “An 
Approach to Subchapter C,” Tar Revision 
Compendium, submitted to the Committee 
on Ways and Means, November 16, 1959, 
Vol. 3, pp. 1619-1620. 
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without regard to the actual factual 
circumstances, whether the receipt of 
preferred stock has the effect of the 
distribution of a stock dividend, and 
not as a test to be rigidly applied 
despite actual facts which either dem- 
onstrate such effect or the absence of 
such effect,** there would be room for 
judgment of the transaction as it did in 
actuality occur and not only in its 
artificial character where the cash is 
substituted for the preferred stock.” 
Viewed from this possible perspective, 
it would seem, an easier determina- 
tion could be made under both present 
law and the proposed advisory group 


“What if the only consideration given 
were voting preferred stock convertible into 
common? If cash were substituted, there 
would be all cash and thus no “boot” for 
Sec. 356(a)(2) purposes. Would the fact 
that the holder might be able to convert 
part. of his holdings to common and then 
have preferred and common and be in a 
position economically the same as if that 
had been the original consideration require 
a different result? 

“Of course, it must be recognized that 
this is easier to accomplish in a recapitali- 
zation situation than in an acquisitive reor- 
ganization situation. And, in fact, this might 
be the lesson to be drawn from the two 
particular examples contained in Reg. Sec. 
1.306-3(d): Example 1, involving a merger 
reorganization and a finding of Sec. 306 
stock, and Example 2, involving a recapital- 
ization and a finding of no Sec. 306 stock. 

“The condition to be met is that the 
receipt of the preferred stock in the trans- 
action must have substantially the same 
effect as the receipt of a stock dividend. 
In a “B” reorganization, preferred stock 
received as part of the consideration is re- 
ceived from the acquiring corporation. Thus, 
there is a further conceptual difficulty in- 
volved in finding that the preferred stock 
received has the effect of receipt of a stock 
dividend, since the flow of the preferred 
stock is not from the corporation having 
the earnings and profits to support the stock 
dividend and from which a bail-out could 
occur—that is, the acquired corporation— 
but comes instead from the acquiring cor- 
poration. However, to the extent preferred 
stock received from the acquiring corpora- 
tion gives the shareholder of the acquired 
corporation a bail-out opportunity through 
later sale or redemption, if such sale or re- 
demption does not disqualify the reorgani- 
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recommendations, that preferred stock 
received as part of the consideration 
in a “B” reorganization constituted 
Section 306 stock. Such a deter- 
mination on the basis of the actual 
circumstances involved and not on 
the basis of application of the cash 
substitution test (even if the factual 
circumstances on which a finding had 
to be based were the same as those 
relevant to deciding on the propriety 
of a Section 306(b)(4) exemption) 
would avoid the specific difficulties in- 
volved in interpreting the language of 
Regulation Section 1.306-3(d) previ- 
ously raised.** 





zation, then perhaps it is like a_ stock 
dividend. Nevertheless, there may exist a 
technical statutory interpretation problem 
under both Secs. 112(c)(2) and 356(a)(2) 
to reach dividend treatment, since under 
both sections the reference to earnings and 
profits is to “the” corporation—but in a 
“B” reorganization which corporation, the 
acquiring or the acquired? The “boot” 
under the cash substitution test, like the 
preferred stock, in fact, is passing from the 
acquiring corporation; and if this is “the” 
corporation, is the determination as to 
whether the distribution has the effect of 
a dividend under Sec. 356(a)(2) to be made 
by reference to that corporation’s earnings 
and profits? This would, of course, create 
problems if the acquired corporation had 
no earnings and profits, and would be illogi- 
cal in the first instance since it is from the 
source of earnings and profits of the ac- 
quired corporation that the persons receiv- 
ing the preferred stock are in effect being 
bailed out and if they are being bailed out, 
are receiving the equivalent of a stock divi- 
dend. Thus, it would be necessary to reach 
the conclusion that regardless from which 
corporation the distribution physically takes 
place, it is to be treated and deemed to be, 
in effect, a distribution of the dividend from 
the acquired company. See Ross v. U. S., 
cited at footnote 23. See also Rev. Rul. 
56-2, 1956-1 CB 496, and Rev. Rul. 57-586, 
1957-2 CB 249. For cases under old Sec. 
112(c)(2) to substantially the same effect, 
see Love v. Commissioner, 40-2 ustc § 9548, 
113 F. 2d 236 (CA-3); Commissioner v. 
Owens, 4 ustc $1251, 69 F. 2d 597 (CA-5, 
1934); George Woodward, CCH Dec. 7125, 23 
BTA 1259 (1931). This issue becomes par- 
ticularly critical when trying to determine 
the existence or nonexistence of Set>.306 

(Continued on following page) 
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Clarity as to the applicable principle 
and the proper circumstances for ap- 
plying the cash substitution test de- 
mands more than is apparent under 
the regulations. Not only should the 
test be rebuttable as is implied by the 
use of the word “ordinarily’—but 
which thus far has been rebutted only 
in the case of one ruling extremely 
similar to an example contained in the 
regulations and not involving an ac- 
quisitive reorganization—but it also 
should properly be relegated to the 
category of a mere artificial test to 
determine whether the statutory con- 
dition of stock dividend equivalence 
is met. As such, the test need not and 
would not be applied at all when the 
actual circumstances of the case were 
sufficient to justify making a determina- 
tion, on the basis of such circumstances, 
of whether or not the stock constitutes 
Section 306 stock. If this were the 


perspective to be applied in all re- 
organizations, including acquisitive re- 
organizations as well as recapitalizations, 
then the difficulties involved in trying to 


apply the cash substitution test as stated 
in the regulations to a “B” reorganiza- 
tion could be avoided in proper cir- 
cumstances. 

While this distinction in theory may 
seem rather tenuous when it comes 
down to actual determination in prac- 
tice, it is a distinction which may be 
necessary in order to arrive at proper 
and consistent results where an arti- 
ficial test is to be employed to the 
exclusion of any determination on 
the basis of actual facts. Otherwise the 
test becomes the principle and must 
be judged by its own terms; and as 
has been indicated earlier, in judging 
the cash substitution test by its own 
terms, it may be inapplicable to the 
“B” reorganization. Applying the 
principle of the statute, on the other 
(Footnote 33 continued ) 


stock if the distributing corporation had no 
earnings and profits, since under Sec. 306 
(a)(2) reference is to the distributing cor- 
poration and no Sec. 306 stock results. This 
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hand, may avoid the difficulties indi- 
cated in finding Section 306 stock in 
a “B” reorganization. 


Conclusion 


With the large number of reorgani- 
zations which have been consum- 
mated since 1954, involving the issu- 
ance and distribution of preferred stock 
potentially constituting Section 306 
stock, and a possibly large number of 
unpublished rulings which may have 
been issued on this subject, it is rather 
unfortunate that the Service has not 
provided more detailed guidance to 
taxpayers either in the Treasury regu- 
lations or, at least, by the publication 
of additional rulings. Not only are 
there hard, basic technical questions 
unanswered, but there are few guides 
as to the pertinent factual circumstances 
relevant to determining whether disposi- 
tion or redemption will be considered to 
be a result of a tax avoidance purpose. 
There are, as is apparent, many un- 
answered questions which may have 
significance in any particular situa- 
tion requiring that any taxpayer con- 
templating the receipt of Section 306 
stock obtain a ruling from the In- 
ternal Revenue Service to be certain 
as to the status of this stock, and the 
tax effects upon subsequent disposi- 
tion or redemption. 


Despite any possible significance of 
Rev. Rul. 60-1 as an indicator of the 
true perspective of the Service’s view, 
whether preferred stock received in a 
“B” reorganization will constitute 
Section 306 stock under the cash 
substitution test of the regulations 
still remains an open question. The 
question is unanswered (1) because 
of the ambiguity of the language of 
the regulations setting forth the cash 
substitution test, (2) because the 
is, of course, illogical, since the effect to be 
ascertained is whether there was a stock 
dividend; and this requires looking to the 


corporation the stock in which is being sur- 
rendered. 
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Howard court of appeals and the Turn- 
bow Tax Court decisions would permit 
“boot” in a “B” reorganization and (3) 
because the Subchapter C Advisory 
Group report has approved, with respect 
to proposed changes in the reorganiza- 
tion rules and definitions, the present 


would seem appropriate that further 
study be given to this particular problem 
by the appropriate committees of Con- 
gress and the advisory group, and per- 
haps the Internal Revenue Service itself, 
to clarify the underlying fundamental 
principles to be recognized and given 


effect in particular factual contexts. 
Perhaps we shall receive some addi- 
tional light in these regards when the 
new Congress considers various propos- 
als for revision of Subchapter C. This 
is much to be hoped for. [The End] 


unclear language of the regulations. 


Considering the fairly common utili- 
zation of preferred stock in corporate 
acquisitions, the importance from a 
business point of view of greater cer- 
tainty cannot be overlooked; and it 
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An individual who is not an attorney, certified public 
accountant or former Internal Revenue Service employee may 
be granted special enrollment to practice before the Internal 
Revenue Service if competence is demonstrated by written ex- 
amination. The last examination for such a special enrollment 
was given on September 8 and 9, 1960. Here is a question 
from that examination, together with our solution. 


Question: James Clayton, whose income from the prac- 


tice of law generally averaged $15,000 per year, filed his re- 


turns on the cash basis for each calendar year. On March 20, 
1959, he received a fee of $75,000 upon the final settlement of 
an estate. His services on behalf of the estate commenced 
on January 4, 1956, and no payments were received in the 
interim. 


What legal method is available to Clayton to minimize 
his taxes for the calendar year 1959? Explain. 


Solution: The long-term compensation method in Code 
Section 1301. In that Code section special tax treatment is 
afforded compensation from an employment covering a period 
of 36 months or more from the beginning to the completion 
of the service. Also, at least 80 per cent of the total com- 
pensation must be received or accrued in any one year. If 
these two conditions are present, then the tax for the amount 
received or accrued in that year is limited to the amount of tax 
that would have been paid if such amount had been included 
in gross income ratably-by-months over that part of the period 
of services preceding the date of receipt or accrual. A frac- 
tional part of a month is not taken into consideration unless 
it amounts to more than half a month, in which case it is 
considered as a month. In the instant problem since the 
services were performed over a period of more than 36 months, 
and the taxpayer received 80 per cent or more of the com- 
pensation in one taxable year (1959), he is entitled to the 
benefit of this provision. 
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The Tax Incentives 
for Lifetime Gifts to Charity 


By ROBERT L. MERRITT 


This is a well-documented article on the tax economics 

of charitable giving. The author is a member of the Cleveland 
law firm of Gottfried, Ginsberg, Guren & Merritt. 

This article brings up-to-date his article which was published in the 
September, 1958 issue of TAXES and which was based 

on a lecture given by Mr. Merritt. It includes a discussion of recent 
Rev. Rul. 60-370, which revoked some prior unpublished rulings. 


N THIS DISCUSSION I propose to set forth three basic rules 

for charitable giving. The first is that with the proper selection 
of the property to give to charity and of the manner of making the 
contribution, a donor can not only increase the amount which he can 
give but can also decrease the actual out-of-pocket cost to him of 
giving. This can help any person who gives any amount, large or 
small, to charity, regardless of his income tax bracket. An informed 
use of the tax leverage which is provided by the charitable contribu- 
tion deduction can accomplish this result. 

The second basic rule is that lifetime gifts are preferable to gifts at 
death, because the charitable contribution deduction allowable under the 
income tax laws in effect refunds to the donor a part of his charitable 
gift—the amount of the refund being available for the donor’s own use 
or for further charitable giving. Indeed, in some instances, as we 
shall see, a donor in a high income tax bracket who has decided to 
make a gift to a charitable organization, and who has indicated that 
he intends to accomplish this by leaving the charity a sizeable sum 
in his will, can leave more to the charity than he originally intended 
to give through making the gift during his lifetime rather than at his 
death, and, in addition, he can increase his annual income. Both he 
and the charity will benefit. 


The third basic rule is that proper planning of lifetime gifts to 
charity can not only result in income tax advantages to the donor, 
but can also result in substantial estate tax advantages to a married 
donor by enabling him to bequeath more of his estate tax-free to his 
surviving spouse than the available estate tax marital deduction would 
ordinarily permit. 
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20-30 Per Cent Limitation 


It is important to so time the mak- 
ing of gifts to charity that you can 
obtain the full tax benefits permitted 
by the Internal Revenue Code. I would 
like to illustrate this by discussing a 
recent Tax Court decision.’ There was 
a case decided a few years ago in which 
a man down in Texas reached out into 
the thin air, and out of the thin air 
created a very sizeable charitable contri- 
bution deduction for himself. Mr. Fair 
and his wife owned a two-story building 
in Texas which had a rather substan- 
tial foundation and could support at 
least another five He 
had a family charitable foundation. 
In 1948 he conveyed to the family 
foundation the air space rights above 
the two-story building and the rights 
of access and support. He valued the 
air space rights at $70,000 and claimed 
a charitable contribution deduction on 
his 1948 return. The Commissioner 
disallowed the deduction, stating that 
air space rights are not the type of 
property you can give to charity and 
hope to get a deduction for. Mr. Fair 
was allowed a deduction by the Tax 
Court, since the charitable foundation 
was given a present, irrevocable in- 
terest in property. The court pointed 
out that air space rights are valuable 
property rights which are not uncom- 
monly leased or sold. As I under- 
stand it, the Cleveland Athletic Club 
building here in Cleveland was the 
first one to use the device of selling 
or leasing air space rights. 


stories. also 


In the Fair case, the donor and his 
wife could not get the full benefit of 
the $70,000 value of the air space 
rights because they did not have suf- 
ficient income in 1948 to allow them 
to deduct the entire $70,000. The 15 
per cent—now 20 per cent—limitation 
prevented that. The donor was a 
rather sophisticated individual tax- 


wise. However, if he had thought it 
through a little further, it may be that 
in 1948 he could have given the char- 
itable foundation air space rights to, 
say, two stories and a long-term lease 
on the air space rights to the addi- 
tional three stories. The next year he 
could have donated the air space rights 
to one of the leased stories to the 
foundation, and so on, and would have 
thus obtained the full tax benefit. 


Thus, in contributing to charity 
property which is of substantial value, 
you can run into the problem in par- 
ticular instances of obtaining the 
maximum allowable charitable contribu- 
tion deductions. There is no carry- 
over in the case of an individual. If 
you cannot use the full 20 per cent or 
30 per cent deduction in one year, you 
cannot carry the nondeductible por- 
tion over and use it the following 
year. There is a two-year carry-over 
period in the case of corporations. A 
corporation, however, can only con- 
tribute and deduct in one year up to 
5 per cent of its taxable income. 


If an individual has depreciated 
business or investment property and 
wishes to make a charitable contribu- 
tion of the property, ordinarily he 
should first sell the property at a loss 
and then contribute the proceeds to 


charity. He will obtain two deduc- 
tions that way—a deduction for the 
loss on the sale of the property and 
also a charitable contribution deduc- 
tion. It for the 
donor to contribute the depreciated 
property itself to the charity he wishes 
to benefit, for, by so doing, he would 
forfeit any tax benefit he would other- 
wise derive from its sale at a loss. 


would be unwise 


Let us suppose, however, that a 
donor specifically wishes the charity 
to have a particular piece of property, 
and that the property has depreciated 





' Mattie Fair, CCH Dec, 22,269, 27 TC 866 
(1957). 
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in value and is worth less than its tax 








cost. In such a case, the donor can 
sell the particular piece of property to 
the charity, take back serial notes 
maturing in successive years, and 
each year thereafter can donate to the 
charity the note which falls due in 
that year. This will permit the taking 
of the maximum allowable deductions. 
If the property is appreciated prop- 
erty, what the donor might do is give 
an undivided present interest each 
year, until the charity owns the en- 
tire fee. 


I believe I have made the point. By 
proper attention to how you give and 
to the timing of the gift, you can 
obtain thé maximum tax benefits from 
charitable contribution deductions. 


Gift-Sales of Appreciated Property 
to Charity 


In thinking in terms of endowment 
funds rather than current contribu- 
tions to a charitable organization for 
its various purposes, it will be well if 
we shift our thinking away from the 
traditional concept of giving cash to 
charity. If you give appreciated 
property, the leverage which the tax 
law affords enables you to give even 
more to charity than you can give if 
you donate cash. 


For example, I state in my check 
list? the case of a donor who has a 
capital asset which cost him $2,000 
and which has a present market value 
of $10,000. The donor is in the 50 


per cent bracket. He wishes to con- 
tribute $10,000 to charity. It would 
be inadvisable for him to sell the ap- 
preciated property and to contribute 
its entire proceeds to charity. Since 
he is in the 50 per cent bracket, it 
would cost him $5,000 out-of-pocket 
to do so. But it would also cost him 
$2,000 of capital gains tax. One way 
to handle the situation is to donate 
the property itself to the charity; the 


* See p. 120. 
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total cost of the gift to the donor will 
be only $5,000. Let us suppose that 
the donor had intended to sell the 
property, retain the proceeds and not 
make a contribution at all. By so 
doing, he would have been permitted 
to retain $8,000 net after taxes. So 
viewed, the cost of the contribution 
to the donor is only $3,000, for bv 
giving the property to charity rather 
than selling it, he saves $5,000 in ordi- 
nary income taxes and avoids capital 
gains tax of $2,000. In effect, by 
giving up $3,000 of after-tax dollars, 
the donor is able to make a charitable 
contribution of $10,000. 


An even better way for the donor 
to proceed in the above situation is 
for him to sell the appreciated asset 
to the charity at his $2,000 cost. This 
enables him to recover his entire basis 
in the appreciated property tax-free, 
and, in addition, results in his having 
made a fully deductible $8,000 char- 
itable contribution (subject to the 
20-30 per cent limitations of the Code). 
By utilizing this method of charitable 
giving, sometimes called a “gift-sale,”’ 
the donor eliminates a greater amount 
of potential tax liability on unrealized 
capital gains than he would through 
a direct contribution of the appreci- 
ated property, since the remaining 
$2,000 of the charitable contribution 
which the donor wishes to make can 
be made by him by means of another 
gift-sale transaction. By so doing, 
the donor can avoid any tax being 
imposed on him as to the full $10,000 
of unrealized capital gain, whereas 
the direct contribution in the first ex- 
ample avoids a tax on only $8,000 of 
unrealized capital gain. At 25 per 
cent capital gains rates, the donor 
saves an additional $500 of after-tax 
dollars through the gift-sale transactions. 


Let us suppose that, in the above 
example, the donor only wishes to 
contribute $3,000 to charity, and that 
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he sells the appreciated property to the 
charity for $7,000. Since the property 
has a fair market value of $10,000, the 
donor has made his $3,000 gift. How- 
ever, since the donor has a cost basis 
of only $2,000 in the property sold, 
the donor realizes a capital gain *® of 
$5,000 by virtue of the gift-sale. 


A gift-sale of an ordinary income 
asset will result in even greater tax 
benefits than does the gift-sale of a 
capital asset. For example, a dealer 
in real estate avoids the realization 
of ordinary income when he contrib- 
utes in kind to charity, or gift-sells 
at his cost basis, a parcel of appreci- 
ated real estate held by him for sale 
to customers. The cost to him of the 
contribution is very little, as we shall 
see again later in the discussion of 
gifts of inventory items. In fact, a 
dealer in real estate whose tax bracket 
is higher than 50 per cent actually 
makes a greater after-tax profit through 
his charitable giving than he would 
through a sale of the appreciated par- 
cel to an ordinary customer. The 
arithmetic is simple, and I shall not 
burden you with it at this point. 


I would like to caution those who 
contemplate making gift-sales to pri- 
vate foundations or trusts rather than 
to public charities. There are some 
indications that a revenue ruling may 
be published in the near future, set- 
ting forth situations in which gift- 
sales will not give the above-mentioned 
tax benefits. For example, should a 
donor have numerous gift-sales of 
securities transactions witti his own 
private foundation, with the founda- 
tion selling the securities immediately 
after their transfer to it, the founda- 
tion may possibly be treated as the 
agent of the donor in making such 


*Letter Ruling dated October 1, 1959, 
bearing symbols “T:R:I:DMO-3,” signed 
by Lester W. Utter, chief, Individual In- 


come Tax Branch. The form of gift-sale 
agreement which was the subject of the 
Letter Ruling is set forth in Illustration I. 
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subsequent sales, thus resulting in the 
donor’s realizing unanticipated tax- 
able capital gain.* Moreover, it is 
possible that the Internal Revenue 
Service may deem some situations to 
involve the use of a private founda- 
tion for the benefit of the donor 
because of his numerous gift-sale 
transactions with it, so that the foun- 
dation’s tax-exempt status may be 
lost.® 


On the other hand,. the National 
Office of the Internal Revenue Service 
presently recognizes that even in the 
case of a private foundation or trust, 
occasional gift-sales to it by the donor 
are just as permissible as if made to 
a publicly supported charitable or- 
ganization. 


Step-Up in Basis 
Through Charitable Giving 

An individual who has an appreci- 
ated asset, such as 100 shares of a 
listed stock, may wish to retain the 
stock investment and may also wish 
to fulfill certain charitable contribu- 
tion commitments. In such a case, it 
would be appropriate for him to con- 
sider obtaining a step-up in the basis 
of his stock by contributing it or gift- 
selling it to the charitable organiza- 
tions which he wishes to benefit, and 
by shortly thereafter going into the 
open market in an independent trans- 
action and buying equivalent stock at 
the then market price. The donor 
will get the benefit of the charitable 
contribution deduction, and, except 
for the brokerage fees involved and 
possible market fluctuations, he will 
have stepped up the basis of his stock 
investment at no capital-gains-tax 
cost to him. The future income tax 





*Compare Rev. Rul. 60-370, I. R. B. 1960- 
49, 15, discussed at pp. 113-116. 

* See Bulletin of the Section of Taxation of 
the American Bar Association, January, 1960, 
p. 38. 
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burden on any subsequent sale of the 
new shares of stock will obviously be 
reduced by virtue of this step-up in 
basis. Indeed, should the stock later 
decline in value, its subsequent sale 
at a loss based on the purchase price 
of the new shares will give rise to a 
deduction which might not otherwise 
have been available to the donor. 


Gift of Appreciated Property 
Subject to an Indebtedness 


At the seminar held here a few 
years ago, one of the members of the 
audience addressed a question to the 
panel dealing with a contribution of 
appreciated property to charity, where 
the property is transferred subject 
to an indebtedness. It now appears 
that many who think that they are 
availing themselves of a supposed 
loophole and are avoiding any tax at 
all on the appreciation * may find that 
they. have been making a mistake. 

The situation I am discussing is 


one where an individual has property 


which cost him, say, $1,000. It has 
appreciated in value; it is now worth 
$10,000. The individual borrows $8,000 
against the property and then con- 
tributes the property to charity, sub- 
ject to the debt. The equity trans- 
ferred to the charity is $2,000, so 
the individual obtains. a $2,000 char- 
itable contribution deduction. The 
question is: What happens with re- 
spect to the $8,000? 


Some writers have suggested that 
the $8,000 may be completely un- 





* See, for example, Magnolia Development 
Corporation, CCH Dec, 24,331(M), 19. TCM 
934, appeal to Fifth Circuit pending, where 
the contributor had this erroneous im- 
pression. 

*See, for example, Casey, Tax Shelter in 
Real Estate (Institute for Business Plan- 
ning, Inc., 1957), p. 134; Lowndes, “Tax 
Advantages of Charitable Gifts,” 46 Vir- 
ginia Law Review 394, 413 (1960). 

* Letter Ruling dated November 26, 1954, 
bearing symbols “T:R:I RFW-3,” and 
signed by H. T. Swartz, director, Tax Rul- 
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taxed." Others have indicated that 
there is a partial sale and a partial 
gift to charity, and that there is a 
realization of $7,000 of capital gain 
upon the making of the gift. 


An unpublished Letter Ruling, is- 
sued by the Internal Revenue Service 
in November, 1954, rules that upon 
the use of this particular procedure, 
the donor realizes ordinary income 
when he donates the property to a 
public charity.* To make the example 
simple, without regard to the alloca- 
tion-of-basis problem raised by the 
Letter Ruling, let us consider the 
case where an individual has property 
which has no cost basis to him at all. 
It is now worth $10,000. He borrows 
$6,000 against the property and con- 
tributes the property to charity, sub- 
ject to the indebtedness. This ruling 
is to the effect that upon making the 
contribution to charity, the individual 
realizes ordinary income of $6,000 and 
has made a gift of $4,000, as to which 
he is allowed a $4,000 charitable con- 
tribution deduction. 

It is remarkable that after all these 
years the proper tax treatment of this 
situation is still to be definitively 
stated. Certainly a published revenue 
ruling on the subject would be most 
helpful and would perform a public 
service. It is exceedingly doubtful 
that the amount of the excess of the 
mortgage to which the donated prop- 
erty is subject, over the donor’s basis, 
escapes being taxed to the donor.° 
On the other hand, whether the gain 
is taxed as capital gain or as ordinary 


ings Division. The Letter Ruling is criti- 
cized in 4 Journal of Taxation 24 (1956). 
Cutler, “Various Aspects of Contributions to 
Charities,” Proceedings of New York Uni- 
versity Seventeenth Annual Institute on Fed- 
eral Taxation (1959), pp. 1117, 1133-1134, 
suggests that the Letter Ruling may not 
represent the Treasury’s present view. 

*See cases cited in footnotes 10 and 12. 
Compare James L. Easson, CCH Dec, 24,069, 
33 TC 963 (1960), appeal to Ninth Circuit 
pending. 
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income,’® and what the proper year 
of taxation ** is where the property is 
transferred subject to a mortgage 
which is not assumed by the chari- 
table organization, are still unre- 
solved. One recent Tax Court decision 
seems to indicate that the proper rule 
is that capital gain is realized in the 
year of the transfer of the property to 
the charitable organization.” 


Until there is further clarification 
of this subject, I would suggest that 
you consider the matter very carefully 
and perhaps obtain a private Letter 
Ruling from the Tax Rulings Sec- 
tion before you contribute appreciated 
mortgaged property to charity. In 
the absence of a private ruling letter, 
the safest procedure for the donor to 


follow would be to gift-sell the prop- 
erty to the charity, with the sales 
proceeds forthwith being used by the 
donor to discharge the mortgage.’® 


Gifts of Inventory Items 


A source of contributions which 
should not be overlooked by chari- 
table organizations is gifts of items of 
inventory. In instances, a 
charitable organization, instead of 
seeking cash contributions to pur- 
chase assets needed in its program 
and operations, can facilitate its fund- 
raising task by showing manufacturers, 
wholesalers, distributors or retailers 
of the items needed that a gift in kind 
of the needed items, or a sale to the 


some 





‘ 


” Compare, alternate “ordinary income” 
theory advanced by the Commissioner in 
his amended answer in Joseph B. Simon, 
CCH Dec. 23,694, 32 TC 935, 941 (1959), 
aff'd, 61-1 ustc § 9136 (CA-3). 

"See Herff v. Rountree, 56-1 ustc J 9359, 
140 F. Supp. 201 (DC Tenn.), government 
appeal dism’d, 234 F. 2d 658 (CA-6, 1956), 
taxpayer's appeal dism’d, 249 F, 2d 958 
(CA-6, 1957), interpreting the Tennessee 
and “general rule” to be that mortgaged 
property transferred subject to the mort- 
gage is the primary source for the satis- 
faction of the mortgage, and that as between 
the parties to the transfer, and to the extent 
of the grantée’s interest in the property, the 
grantee is a principal and the grantor a 
surety (citing 37 American Jurisprudence, 
“Mortgages,” Secs. 981 and 1102). The dis- 
trict court held that to the extent that 
Herff was a surety, the payment of the 
mortgage indebtedness by the transferee 
charity resulted in no taxable income to him 
in the year of payment. 

Query as to the rule where the donor 
borrows more than his tax cost and is not 
personally liable on the mortgage—the 
lender looking solely to the property itself 
—and a gift of the property is then made 
to a charitable organization. The Herff 
decision does not pass on this problem. 
Compare James L. Easson, footnote 9, whose 
logic suggests that taxable gain is realized 
by the donor at the time of the transfer. 

*™ Magnolia Development Corporation, cited 
at footnote 6, where the Tax Court’s opin- 
ion gives no indication that the Commis- 
sioner took an ordinary income approach. 
Neither does the opinion indicate whether 
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the Commissioner argued that the facts 
supported a constructive sale to O’Rourke 
for $42,500, with a contribution ofa portion 
of the sales proceeds to Stetson University. 

Compare U. S. v. General Shoe Corpo- 
ration, 60-2 ustc § 9678, 282 F. 2d 9 (CA-6) 
rev'g 59-1 ustc J 9178 (DC Tenn.) (“theory 
of economic gain” applied upon contribu- 
tion of appreciated property by an employer 
to its exempt employees’ trust). 

*It would seem that having the charity 
assume the mortgage would be the equiva- 
lent of a gift-sale. Nevertheless, the dif- 
ficulty is that while the ruling request, in 
response to which the above-referred-to 
Letter Ruling of November 26, 1954, was 
issued, deals with a gift of securities subject 
to an indebtedness, the Letter Ruling speaks 
of “[t]he assumption of your liability by” 
the charitable donee, which assumption 
“will result in ordinary income to you in an 
amount equal to the excess of the amount 
of the liability assumed over the allocable 
portion of your basis of the securities. For 
this purpose, the basis of the securities 
should be allocated pro rata between the 
amount of your equity in them and the 
amount of the liability assumed.” It is not 
clear whether by “assumption of liability” 
is meant the actual satisfaction of the in- 
debtedness by the charity (in which case 
the year of satisfaction would determine the 
year of taxation of the donor), or the mere 
taking of the donated property subject to 
the indebtdeness. The allocation formula, 
which seems to favor the latter interpre- 
tation, compounds the uncertainty as to why 
the ruling takes an ordinary income approach. 
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charitable organization at the seller’s 
cost, will actually cost the benefactor 
little. In fact, such a gift or sale can 
even result, in particular instances, in 
the benefactor having more after-tax 
dollars in pocket than he would have 
were he to sell the item to the chari- 
table organization at his regular sell- 
ing price. 


Let us suppose that a charitable 
organization wishes to purchase an 
air conditioner from a dealer. (This 
discussion applies to any item, such 
as laboratory equipment for a hospital 
or university, books for a library, 
typewriters, etc.—an air conditioner 
is used only as an example.) The 
usual retail selling price of the air 
conditioner is $300, and its cost to the 
dealer is $200. The dealer is a cor- 
poration in the 52 per cent tax bracket 
—that is, it has taxable income of 


more than $25,000 a year. 


Situation I. The dealer sells the 
air conditioner to the charitable or- 
ganization at $300, the dealer’s regu- 
lar selling price. 


Situation II. The dealer sells the 
air conditioner to the charitable or- 
ganization at its cost—$200. 


Situation IIIT. The dealer makes an 
outright gift of the air conditioner to 
the charitable organization. 

In Situation I the dealer will rea- 
lize taxable income of $100 from the 
sale and will be permitted to keep 
only $48 after paying a $52 federal 
income tax on such income. In Situ- 
ation II the dealer will realize no 
taxable income and will be entitled to 
a charitable contribution deduction of 
$100 because of the loss of its regular 
profit ($100). Thus, by selling the 
air conditioner to the charitable or- 
ganization at its cost, the dealer will 
have a $52 actual profit after consid- 
ering the federal income tax benefit 
derived through the charitable con- 





* Treas. Reg. Sec. 1.170-1(c). 
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tribution deduction. In Situation III 
the dealer will be entitled to a chari- 
table contribution deduction of $300 
(its regular selling price), which will 
result in a tax saving of $156, so that 
the actual out-of-pocket cost to the 
dealer on account of its gift of the air 
conditioner to the charitable organi- 
zation will be $4. 


Now the important thing to the 
charitable organization is that in Situ- 
ation I the charitable organization 
has to accumulate $300, and the dealer 
only nets $48; in Situation II the 
charitable organization must raise 
$200 to buy the air conditioner, yet 
the dealer makes $52—which is #4 
more than if the dealer had sold at 
full price instead of its cost; in Situa- 
tion III the charitable organization 
need raise no money, and the actual 
out-of-pocket after-tax cost to the 
dealer is only $44. 


You will note that in Situation II 
the dealer obtains an actual $52 bene- 
fit as a result of its selling the air 
conditioner to the charitable organi- 
zation at its cost. Now if the dealer 
were to make a cash contribution of 
$100 to the charitable organization, 
the dealer would be entitled to an- 
other charitable contribution deduc- 
tion of $100, which would make the 
net cost of the cash contribution only 
$48. However, since the dealer rea- 
lized a $52 profit after taxes by selling 
the. air conditioner at its cost, the 
dealer still has a $4 profit after taxes 
should it make a cash contribution of 
$100 to the charitable organization 
after selling the air conditioner at its 
The net cost to the charitable 
organization for the air conditioner 


would then be $100. 


In the examples stated above, the 
usual retail selling price of the air 
conditioner is stated to be $300. By 
this is meant, following Treasury 
regulations,“* the price which the 


cost. 
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dealer would have received if it had 
sold the air conditioner in the lowest 
usual market in which it customarily 
sells, at the time and place of the sale 
or contribution to the charitable or- 
ganization. If the dealer makes the 
contribution or sale at a time when, 
or in quantities as to which, it could 
not reasonably have been expected to 
realize its usual selling price, the 
amount of the charitable gift will not 
be determined by the usual selling 
price but rather by the amount for 
which the quantity of merchandise 
sold or contributed to the charitable 
organization would have been sold by 
the dealer at the time of the sale or 
contribution. 


‘Short Form'’ Charitable Trust 


Suppose that an individual—a lawyer, 
accountant or businessman—has an 
unusually high income in a particular 
year, far beyond the usual income he 
expected to have, and that the indi- 
vidual recognizes a responsibility to 
the community and each year con- 
tributes well to charity. In the year 
of high income, the individual could 
well consider creating a charitable 
foundation or even a simple type of 
“short form” charitable trust such as 
the one which I have set forth in 
Illustration II in my check list. He 
can contribute dollars which would 
otherwise be taxed very heavily to 
him, and can obtain a sizeable chari- 
table contribution deduction — that 
year. Then, in future years, he can 
fulfill his charitable commitments by 
using the principal of the trust plus 
the trust’s income, which incidentally 
will be tax-free income, so that he 
will have available an even greater 


* Since the “short form” charitable trust 
in Illustration II requires that its net in- 
come be distributed annually for charitable 


purposes, in the manner designated by 
the donor (or by the donor’s spouse or other 
named person), and in default of designa- 
tion then to the charitable trustee as a 
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amount to give to charity than he 
otherwise would have had. 


The particular charitable trust in 
Illustration II is an extremely flexible 
device. It gives the donor complete 
power to determine who the desig- 
nated charity shall be each year. He 
can give the trust property away all 
at once or over a period of years, or, 
indeed, can have his entire lifetime to 
choose the ultimate charitable bene- 
ficiaries of his bounty. 


The trust also offers a convenient 
vehicle for a donor who wishes to use 
appreciated property in fulfilling his 
commitments. Instead of giving 20 
shares of stock to one organiza- 
tion, ten shares to another, and so 
forth, he can contribute the stock to 
the trust in a single transfer. The 
trustee can then sell the stock, and 
the cash proceeds can be distributed 
to the various charities which the 
donor wishes to benefit. 


The charitable trust set forth in 
Illustration II has been ruled upon 
by the National Office of the Internal 
Revenue Service as being the type of 
trust which, if created, will entitle the 
creator or other donor to deduct, as a 
charitable contribution deduction un- 
der Section 170, the value of property 
irrevocably transferred by him to the 
trust. It has further ruled that if ap- 
preciated property is contributed to 
the trust, the donor will not sustain 
any tax liability because of the dona- 
tion of appreciated property. More- 
over, if the trustee later sells the 
appreciated property, there will be no 
income tax liability to the donor on 
account of such sale. Neither does 
the trust itself realize any taxable 
income.*® 


beneficiary, the trust has no taxable income 
in any year. Even should both ordinary 
income and capital gain realized by the 
trust be included in its gross income for 
federal income tax purposes, the trust is 
entitled to a fully offsetting deduction under 

(Continued on following page) 
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Since the donor reserves the right 
during his lifetime to designate the 
charitable beneficiaries, the entire 
principal and undistributed income of 
the trust is includable in the donor’s 
gross estate under existing federal 
estate tax laws. However, there is a 
corresponding charitable deduction, 
so that while the donor’s adjusted 
gross estate is increased, his taxable 
estate is not. An important tax ad- 
vantage to be derived from this form 
of lifetime charitable giving is that 
the inclusion of the trust’s assets in 
the donor’s gross estate makes avail- 
able to the donor a larger estate tax 
marital deduction than would other- 
wise be available. This decreases the 
federal estate tax liability of the es- 
tate and increases the amount which 
can be passed free of the estate tax 
to the donor’s spouse. 


The above tax advantages exist 
because. where the grantor has re- 
tained no right to income or principal 
of a trust, his mere power to allocate 
income or principal of the trust among 
charitable beneficiaries such as those 
described in the “short form” chari- 
table trust in Illustration II is spe- 
cifically excluded by Section 674(b) 
(4) from the powers, the retention of 
which would cause the grantor to be 
treated as owner of a portion of the 
trust for income tax purposes. 

Nevertheless, for purposes of the 
estate tax law, the retained right dur- 
ing the donor’s lifetime to designate 
the charitable takers requires the prin- 
cipal and undistributed income of the 
trust which is attributable to the 
donor’s gifts to the trust to be in- 
cluded in his gross estate under Sec- 
tion 2036(a)(2) of the Code as 
property transferred by trust “under 





(Footnote 15 continued) 

Sec. 642(c) of the Code with respect to 
such income and gain, which, under the 
terms of the trust, must either be paid to, 
or permanently set aside for, the use of 
certain organizations described in Sec. 170 
(c). This is apart from any tax-exempt 
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which he has retained for his life 

. the right, either alone or in con- 
junction with any person, to desig- 
nate the persons who shall possess or 
enjoy the property or the income 
therefrom.” The offsetting estate tax 
charitable deduction, granted by Sec- 
tion 2055(a) of the Code, is taken 
after the computation of the maxi- 
mum allowable estate tax marital 
deduction.*® 


It is thus possible to obtain both 
income and estate tax advantages 
from lifetime gifts which are greater 
than those obtainable through testa- 
mentary bequests. As we shall see, 
these are not the only incentives for 
lifetime charitable giving as compared 
to charitable gifts at death. 


Ordinary Life Income Contracts 
and Trusts with Reserved Life 
Interest, Remainder to Charity 


I would like to devote the remain- 
der of this discussion to the life in- 
come contract with remainder over to. 
charity, and to trusts serving an equiv- 
alent function. Let us suppose that 
an individual in a high income tax 
bracket contributes appreciated prop- 
erty to a trust with himself as 
the life income beneficiary and re- 
mainder over to charity. He is en- 
titled immediately to a deduction 
equal to the actuarial value of the 
remainder interest which will go to 
charity. Now, this remainder interest 
in the case of a man aged 60 is about 
62 per cent of the gift. To see how 
beneficial this can be, I refer you to 
Illustrations III and IV in my check 
list.*? 

In Illustration III we have the 
case of a donor aged 60 who wishes 





status which the trust may have under 
Sec. 501(c)(3). 

“The importance of this is made abun- 
dantly clear by lines 10-12 of Schedule O 
of the United States Estate Tax Return, 
Form 706 (Rev. Dec. 1955). 

™ See pp. 127-128. 
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to leave, say, $60,000 to charity 
upon his death. He is in the 50 per 
cent bracket. He consults with his 
attorney about adding a codicil to his 
will to provide for the gift to charity. 
The subject is explored with him, and 
it is indicated to him that if he con- 
tributes $10,000 a year for six years, 
beginning at age 60, to a trust of 
which he is the life income beneficiary 
with the remainder to go to charity 
at his death, he can substantially in- 
crease his current income yield from 
the $60,000 which he wants to leave 
to charity. This is possible because 
upon making the charitable gift by 
creating the trust and giving the re- 
mainder to charity, he obtains an 
immediate charitable contribution de- 
duction. Another procedure which 
the donor can use, and achieve the 
same end, is to purchase each year for 
six consecutive years a life income 
contract from a charitable organization. 


Now, in the first year in this illus- 
tration, by purchasing a life income 


contract for $10,000 from a charity, 


the individual effects.an immediate 
tax saving of $3,000. In the last year, 
at age 65, he effects a tax saving of 
$3,300. So over the six-year period 
there is a net cost to him of only 
$41,000 to contribute $60,000 to charity 
upon his death. At the donor’s death 
the charity holds $60,000 outright for 


its own uses and purposes. 


Assuming that the individual’s and 
the charity’s portfolio yields are 4 per 
cent, the effect of the donor’s obtain- 
ing a tax saving of $3,000 to $3,300 a 
year (so that his net cost each year 
is not $10,000, but merely $7,000 to 
$6,700) is that he has increased his 
lifetime yield from the $41,000 actual 
net cost to him of the life income con- 
tract from 4 per cent to almost 5.9 
per cent. The same is true where the 





*T. R. B. 1960-49, 15, December 5, 1960, 
first promulgated as TIR No. 273, dated 
December 2, 1960. 
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donor creates a trust rather than pur- 
chases a life income contract. 


One can look at this illustration in 
another light. On the $60,000 at 4 
per cent, the individual would have a 
yield of $2,400 a year. By making the 
charitable gift he gets the benefit of 
$19,000 in tax savings. He invests 
that tax savings at 4 per cent and 
obtains an additional $760 a year of 
investment return. Not only does he 
obtain an additional $760 a year of 
investment return, but he has $19,000 
in-pocket out of the $60,000 which he 
paid for the life income contracts or 
which he contributed to a trust with 
life income to himself and remainder 
over to charity. 

Where a trust is used, the trust, if 
it wishes, can invest in mutual funds 
or it can hire an investment counselor 
and possibly get better than a 4 per 
cent yield. I have already indicated 
that an individual, instead of creating 
a trust, can deal directly with a chari- 
table institution which he favors. 
There are a number of charitable and 
educational institutions which will 
enter into a life income contract with 
the donor whereby they will take the 
cash or other property he turns over 
to them and they will hold, invest or 
reinvest such cash or property and 
pay him the income for his life. Then, 
on his death, the invested principal 
will go to the charitable or educa- 
tional institution. 


There is some implication in Rev. 
Rul. 60-370,"* to be discussed shortly, 
that the future tax status of ordinary 
life income contracts may be under 
study by the Internal Revenue Serv- 
ice. Nevertheless, Rev. Rul. 60-370 
states that any change in the Revenue 
Service’s existing position will be 
prospective only, and will not affect 
retroactively life income contracts en- 








tered into prior to the announcement 
of a new position. Thus, unless and 
until a change in Revenue Service 
position is announced, it is both safe 
and good tax planning, for those who 
wish to contribute to charity, to enter 
into life income contracts with chari- 
table organizations. 


Combining Charitable Giving 
with Program of Investing 
in Tax-Exempt Securities 

A particularly fascinating possibili- 
ty, especially for an individual with a 
large income, is dealt with in Illustra- 
tion V.** An individual, aged 60, has 
stock which cost him $2,000 and which 
has a present market value of $10,000. 
The individual is in the 75 per cent 
bracket. The stock investment yields 
$500 a year in dividend income. Be- 
ing in the 75 per cent bracket, he can 
keep only $145 of this after taxes after 
taking the 4 per cent dividends-re- 
ceived credit into account. He would 
like to get a better net yield than $145 
a year out of the stock, and he decides 
to convert the investment into tax- 
exempt securities which, say, would 
yield 2% per cent. In many instances 
today, tax-exempts are yielding more 
than 2% per cent, but, conservatively 
speaking, we shall say 2% per cent. 

Should the individual decide to con- 
vert to tax-exempts, he would have 
to sell the stock, pay a $2,000 capital 
gains tax, and then have $8,000 left 
to invest in tax-exempts. That would 
yield him $200 a year at 2% per cent, 
which is $55 a year better than 
he is presently getting. He is reluc- 
tant to do this because it would de- 
crease his capital from $10,000 to 
$8,000; moreover, he wants to obtain 
a somewhat higher yield. 


Situation prior to Rev. Rul. 60-370. 
—Prior to. the issuance of Rev. Rul. 
60-370, any one of a substantial num- 





* See p. 129. 
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ber of universities, hospitals, religious 
organizations and charitable institu- 
tions would have encouraged an in- 
dividual in a high income tax bracket 
to participate in the following method 
of charitable giving. The individual 
would create an irrevocable trust with 
the principal consisting of the $10,000 
worth of appreciated securities. The 
trust instrument, by its terms, would 
specifically impose upon the chari- 
table donee, as trustee, an obligation 
to sell the stock (or other appreciated 
property donated) and to invest the 
proceeds in tax-exempt securities, or 
to exchange the stock for tax-exempt 
securities which it held in its own 
portfolio. The net income of the trust 
would be payable to the creator of 
the trust for his life (and, if he wished, 
after his death to a secondary bene- 
ficiary for life). Gains from the sale 
or exchange of trust assets would be 
added to trust principal. After the 
death of the creator of the trust. (and 
of the secondary beneficiary, if any), 
the trust would terminate and the 
trust principal would pass to the 
charitable donee as remainderman of 
the trust. 


By entering into such an arrange- 
ment, the individual of whom we are 
speaking would o. .n some very 
advantageous results for himself and 
also for the charity—which results 
are still available in the case of the 
usual life income contract arrange- 
ment not involving reinvestment by 
the charitable donee in tax-exempt 
securities. First of all, the individual 
would avoid the tax on the $8,000 
capital gain previously referred to. 
The trust could sell the stock for 
$10,000 and incur no capital gains tax, 
by virtue of the provisions of Section 
642(c) of the Code. Moreover, since 
the capital gain would be added to the 
principal of the trust and would ulti- 
mately go to the charity, the National 
Office of the Internal Revenue Service 
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had ruled in private Letter Rulings that 
there was no taxable income to the 
individual who created the trust. 


The individual, by contributing 
stock worth $10,000 to the trust, was 
allowed a $6,032.10 charitable con- 
tribution deduction, which resulted in 
a tax saving to him of $4,524.07. (See 
Illustration V.) Assuming that the 
charitable donee reinvested the stock 
in $10,000 worth of tax-exempt securi- 
ties yielding a 2% per cent return, 
this would give the individual a tax- 
free income yield of $250 from the 
trust. In addition, the individual could 
take the $4,500 which he had actually 
saved in income taxes through enter- 
ing into the trust arrangement (or 
equivalent life income contract ar- 
rangement), invest that in tax-exempts 
yielding 2% per cent, and get an ad- 
ditional $113 a year. His investment 
yield now would be increased from 
$145 to $363 a year. In addition to 
that, he would still have the $4,500. 
Now he could hold that $4,500 until 
death, and at death he could leave 
the $4,500 to charity; and though he 
had originally intended to leave 
$10,000 to charity, he could now leave 
$14,500. At the same time he had 
almost tripled the income from his 
investment during his lifetime! 

Charitable gifts, combined with in- 


vestments in. tax-exempt securities, 
after Rev. Rul. 60-370.—Having been 





*See Rev. Rul. 60-370, I. R. B. 1960-49, 
17. The tax aspects of purchases of private 
annuities from charitable organizations may 
also be the subject of reconsideration by 
the Internal Revenue Service. See Quiggle 


and Myers, “Tax Aspects of Charitable 
Contributions and Bequests by Individuals,” 
28 Fordham Law Review 579, 600-601 (Win- 
ter, 1959-1960). 

* While the word “agency” is not em- 
ployed, express or implied agency appears 
to be the basis for the ruling. 

Efforts are apparently being made by 
some educational institutions to have Rev. 
Rul. 60-370 reconsidéred and revoked. The 
Wall Street Journal, January 11, 1961, p. 1, 
col. 5, states as follows: 
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generous in issuing private Letter 
Rulings to numerous exempt organi- 
zations such as The Foundation of 
The Presbyterian Church in the United 
States of America, Pomona College, 
The Johns Hopkins Hospital and oth- 
ers, the Revenue Service apparently 
became alarmed at the number of 
transfers of appreciated property to 
educational or charitable organiza- 
tions “in reliance upon advertisements 
or brochures stating that the organi- 
zation will sell such property and 
invest the proceeds in tax-exempt se- 
curities, or exchange the property for 
tax-exempt securities.” °° It accord- 
ingly reversed its prior position. 

In accordance with a more tradi- 
tional tax approach than theretofore, 
it ruled in Rev. Rul. 60-370 that 
“where the trustee is under an obliga- 
tion, either expressed or implied, to 
sell or exchange the transferred prop- 
erty and to purchase tax-exempt se- 
curities, the transferor has given 
the trustee not the appreciated 
property but, rather, the proceeds 
of the sale or exchange which he 
has required the trustee to consum- 
mate. Therefore, the gain from such 
sale or exchange is includable in the 
gross income of the transferor in 
the taxable year in which the sale or 
exchange is consummated.” ** The 
new rule does not apply retroactively, 
but only to transfers of property after 
December 2, 1960. 


“A Kennedy group’s tax 
college giving is opposed. 





proposal on 


“The President-elect’s educational task force 
urges that the Internal Revenue Service 
revoke a recent, more restrictive ruling on 
donations of securities to colleges under 
so-called life income trusts 

“The educational task force headed by 
Purdue University President Hovde claims 
the ruling is ‘vigorously opposed by all 
educational institutions.’ A spokesman for 
a group of colleges, who requests anonym- 
ity, disputes this view. ‘We are generally 
in accord with the Revenue Service that 
the tax-exempt feature went beyond the 


(Continued on following page) 
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While those charitable organizations 
whose fund-raising endeavors are af- 
fected by Rev. Rul. 60-370 are under- 
standably dismayed by the issuance 
of the ruling, the: ruling does not 
jeopardize other sound aspects of the 
fund-raising program with which it 
deals. For example, the creator of 
the trust is still entitled to his chari- 
table contribution deduction, and any 
tax-exempt income of the trust which 
he receives during his lifetime retains 
its tax-exempt status in his hands. As 
shown in Illustration V, although tax- 
ing to the donor the gain from the 
sale or exchange of the contributed 
property may reduce the former tax 
attractiveness of the tax-exempt-se- 
curities arrangement for high-bracket 
donors, some tax benefits may still be 
derived from it. 

Despite Rev. Rul. 60-370, individ- 
uals in high income tax brackets can 
still make substantial charitable con- 
tributions in the process of converting 
appreciated property yielding fully 
taxable ordinary income into tax-ex- 
empt securities yielding tax-free in- 
come. By employing a very simple 
and direct approach, the donor, in 
some instances, can make a sizeable 
present gift to charity. and be little 
or no worse off economically. In fact, 
if the donor is in a high enough 
bracket, he can actually be dollars 
ahead by making the charitable gift. 

Let us go back to the individual in 
Illustration V who is in the 75 per 
cent tax bracket and who has stock 
which cost him $2,000 and which is 
now worth $10,000, yielding $145 a 
year after taxes. He wishes to sell 
the stock and reinvest in tax-exempt 
securities. Should he sell the stock, 
pay a $2,000 capital gains tax, and 





(Footnote 21 continued) 
bounds of the proper application of the tax 
laws,’ he says. 

“Even with the capital gains tax exemp- 
tion removed, other features of the plan 
remain intact, he notes. Donors, for ex- 
ample, can deduct as a charitable contribu- 
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reinvest the $8,000 net after-tax pro- 
ceeds in tax-exempts yielding 2% per 
cent, he will increase his total annual 
yield after taxes from $145 to $200. 
By making a gift-sale of the stock to 
a charitable organization for his cost 
basis of $2,000, he can achieve the 
identical result! He will have $8,000 
cash in hand after taking into account 
the $2,000 selling price plus his $6,000 
tax savings through the allowable 
charitable contribution deduction, all 
of which he can invest in tax-exempt 
securities. At no cost to him at all 
he has conferred an immediate and 
present benefit of $8,000 upon the 
charitable organization which he has 
chosen to benefit. 


Conclusion 

I would like to conclude by saying 
that in the check list which I have 
prepared ** there are a number of 
other suggestions of equal signifi- 
cance to one who wishes to contribute 
to charity. I wish you to remember, 
when you give to charity, to consider 
giving appreciated property outright 
or making a gift-sale of appreciated 
property. Also, if you are contem- 
plating giving to charity in your will, 
to get the added tax benefit of the 
charitable contribution deduction you 
should give to charity during your 
lifetime. You will benefit both your- 
self and your chosen charity. 


Chairman; Thank you very much, 
Mr. Merritt, for your very stimulat- 


ing discussion. I was just thinking if 
that Texas man had gone in the other 
direction, he would have struck an oil 
well. Then think what he would 
have had to do. 


tion at the time of a grant the securities’ 
‘remainder value’—that is, their estimated 
worth to the college upon the trust’s ter- 
mination.” 

See, also, letters to the editor, Wall Street 
Journal, October 11, 1960, p. 14, col. 3. 

See p. 119. 
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Panelist: Mr. Merritt mentioned 
that if you made a gift of appreciated 
securities, you get a deduction for the 
value of the securities. Then you can 
go out to the market and buy them 
back. Of course, that would not give 
you an edge as far as deductions are 
concerned, because you would have 
parted with that much money any- 
way, but you would have a higher 
basis for the stock. Could you do 
that with the stock of a closely held 
corporation? Could you donate the 


stock of a closely held corporation 
and then buy it back from the chari- 
table organization and expect to get 
a higher basis for the stock? 


Mr. Merritt: It would probably be 
treated by the Internal Revenue Serv- 
ice as a step transaction, because in 
the case of a closely held corporation 
there is a very limited market. In 
fact, in almost all instances, only the 
family is in the market for a small 
minority stock interest. Therefore, if 
there were an immediate sale back, 
the transaction probably would be 
treated as an equivalent of a con- 
tribution of the cash that was paid to 
buy the stock back. In a situation 
where you are dealing with a listed 
stock, you are dealing with a fluctu- 
ating market, and it is a real market, 
and you run the risk of having to pay 
more. There may be a drop in the 
market and you can buy the stock 
back for less, or it can go the other 
way. There is a real economic risk 
and possible advantage in the situa- 
tion. This is not generally true in the 
closely held corporation case. 

Member of Audience: I was won- 
dering if I could have the answer to 
the question that I asked several 
years ago that Mr. Merritt referred 
to, unless it is in the outline which I 
have not read. What troubled me 
was the example that was used. As I 
heard it, Mr. Merritt used an example 
in which the donor borrowed against 
the property an amount which was in 
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excess of his cost basis. As I under- 
stand it, now he has a ruling which 
says that the donor has realized ordi- 
nary income in an amount equal to 
some portion of the difference be- 
tween his cost basis, if it is zero even, 
and the amount that he borrowed. 
My first question, incidentally, would 
be whether the reason for that ruling 
—that is, holding it to be ordinary in- 
come rather than capital gain—is that 
it was not considered to be a sale or 
exchange. Otherwise, on what basis 
is the conclusion reached? My basic 
question is still this: Suppose that 
the donor is very careful not to bor- 
row one penny more than his cost. 
If his property cost him $6,000 and it 
is now worth $10,000, he borrows not 
a penny more than $6,000 and donates 
the property subject to the loan. 
What are all the tax consequences? 
Has he realized any gain of any kind? 


Mr. Merritt: Under the ruling, he 
would realize ordinary income. In 
fact, the ruling is based upon a situa- 
tion just like the one you posed sev- 
eral years ago where you borrow 
exactly the amount of your basis and 
then you contribute the property to 
charity, the property being worth 
more than the amount borrowed. The 
ruling says you must make an alloca- 
tion of basis. In the example you 
just gave me, where there is a basis 
of $6,000, a borrowing of $6,000 and 
a fair market value of $10,000, the 
Service would say that six-tenths of 
the basis of $6,000 is attributable to 
the $6,000 which you have borrowed. 
So you take six-tenths of $6,000 and 
subtract that from the $6,000 of bor- 
rowing, and that difference is the 
amount of your ordinary income. 

I have several problems with the 
ruling. I do not see how the Service 
finds a realization of ordinary income, 
unless it be on the theory that the 
charity’s payment of the debt is not 
a “sale or exchange” transaction as 
to the donor. Second, the regulations 


117 





say that if you sell the property to 
the charity for $6,000, there would be 
no gain or loss and you would be 
allowed a $4,000 charitable contribu- 
tion deduction. I do not see why you 
should be any worse off if you borrow 
from a bank rather than obtain the 
$6,000 from the charity by selling the 
property to the charity. 


Member of Audience: Suppose there 
were a close corporation and one of 
the stockholders intended to sell his 
stock in that corporation to another 
stockholder. Instead of doing that 
and let’s assume for the moment that 
this is stock that has appreciated in 
value—he donates the stock to the 
charity and. gets his deduction, I as- 
sume, for the appreciated value, and 
the other stockholder then turns 
around and purchases it from the 
charity at the same value. Now, 
does that stand up as a proper chari- 
table contribution deduction, or do 
the broad attribution rules under the 
new Code affect that and make that 
a step transaction in some manner? 


Panelist: I am pretty sure the gov- 
ernment would try to attack it as a 
step transaction and do everything it 
could to prove that there must have 
been some prearranged plan to do 


this. I am pretty positive you would 
have trouble with it. I do not know 
what the ultimate result would be. 
Chairman: Of course, there is diffi- 
culty, because there would be a prior 
agreement; and I am afraid if the 
Service went into the evidence and 
there was a prior agreement, it. would 
probably say that it was a sale and 
there also was a capital gain. You 
wouldn’t have to go very far to es- 
tablish that there was a prior agreement. 


Panelist: Could I ask Mr. Merritt a 
question? In your check list you 
didn’t get into the use of “hot” stock 
in connection with a charitable con- 
tribution. I am just wondering whether 
you have a ruling or anything to sub- 
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stantiate the opinion that you can use 
Section 306 stock and get a charitable 
contribution deduction. 


Mr. Merritt: Actually, it is covered 
in the check list. As I understand it, 
where the Treasury has been asked 
whether the contribution of Section 
306 stock to a charity will enable the 
donor to obtain a charitable contribu- 
tion deduction and will result in no 
realization of income by the donor, 
the Treasury has given favorable rul- 
ings. Section 306 stock can still be 
used to enable an individual to bail 
out corporate earnings without ordi- 
nary dividend income consequences. 
Suppose there is a recapitalization 
and, as a result thereof, the common 
shareholders receive new common 
and preferred. A shareholder in, say, 
the 50 per cent bracket could then 
donate the preferred stock to charity. 
Let us assume that the preferred 
stock received by him is worth $1,000. 
He pays no tax upon the receipt of 
the preferred stock. When he donates 
the stock worth $1,000 to charity, he 
gets a charitable contribution deduc- 
tion of $1,000; and, being in the 50 
per cent bracket, he is actually in- 
pocket $500, and no money has left 
the corporation. So you see you can 
still obtain tax and other advantages 
by giving Section 306 stock to a chari- 
table organization. 


Panelist: I would like to qualify 
that.a bit. You might have been a 
little too broad in your general state- 
ment. I do not think the Treasury 
will rule on all those situations, par- 
ticularly if there is a gift, let us say, 
to a private foundation, and particu- 
larly if there is a redemption within 
a relatively short period of time after 
the gift to the charity. I think you 
might run into real difficulty. Your 
check list properly indicates that 
there should not be a prearranged 
plan to redeem the stock. I assume 
that every time you get into a family 
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situation the Treasury will take a_ than it would in a case where you are 
view which is. much more strained dealing with a public charity. 


CHECK LIST FOR CHARITABLE GIVING 
(A) Timing of Gift. 
(1) Individuals—20-30 per cent of adjusted gross income limitation. 
Code Section 170(b) (1). 
(a) Either spouse (joint return) can give full 20-30 per cent. 
(b) Extra 10 per cent—must give directly to (and not merely “for 


the use of”) a church, educational organization or hospital. 
Code Section 170(b)(1)(A). See Rev. Rul. 55-1, 1955-1 CB 26. 


Corporations—5 per cent of taxable income annual limitation. 
Code Section 170(b) (2). 


(a) Two-year carry-over of excess contributions, 
(b) Two-and-one-half month option period (accrual-basis taxpayer). 
Code Section 170(a)(2). Compare Faucette Company, Inc., 


CCH Dec. 18,459, 17 TC 187 (1951), with Regulations Section 
1.170-3(b). 


Mere pledge is not a contribution—must be actually paid to get a 

deduction. Regulations Section 1.170-1(a). 

(a) Fulfilling binding dollar-amount pledge with appreciated prop- 
erty is not a constructive sale—no taxable gain. Rev. Rul. 
55-410, 1955-1 CB 297. 

(i) Executor fulfills decedent’s pledge with appreciated prop- 
erty—taxable gain. Estate of John T. Harrington, CCH Dec. 
13,405(M), 2 TCM 540 (1943). (Note that an enforceable 
charitable pledge unfulfilled at decedent’s death is de- 
ductible as a debt under Section 2053 and not as a charitable 
deduction under Section 2055, for estate tax purposes. See 
Regulations Section 20.2053-5.) 

(b) Query whether giving of donor’s promissory note constitutes 
payment. Compare Time Oil Company v. Commissioner, 58-2 
ustc. J 9769, 258 F. 2d 237 (CA-9), rem’g CCH Dec. 21,930, 26 
TC 1061 (1956), and Rev. Rul. 55-608, 1956-2 CB 546, with 
Logan Engineering Company, CCH Dec. 16,986, 12 TC 860 (1949) 
(reviewed). 

(c) Taxpayer using optional standard deduction should consider 
paying pledges every other year (in appropriate cases). 

Payment by check at end of year. 

(a) Estate of Modie J. Spiegel, CCH Dec. 16,898, 12 TC 524 (1949) 
(acq.)—payment by check considered made when check deliv- 
ered, where check honored later upon presentation to payee bank. 

(b) Estate of Witt v. Fahs, 56-1 ustc § 9534 (DC Fla.)—mailing date 
of check held date of payment. 

(c) Linwood A. Gagne, CCH Dec. 18,144, 16 TC 498 (1951)—where 
check given subject to compliance with certain conditions, no 
completed gift until conditions are accepted. 
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(5) Spreading the gift to obtain maximum allowable deduction each year. 
(a) Land transferred, charity giving negotiable notes (not secured 
by mortgage) maturing in successive years. Deduction allowed 
as each note canceled. Andrus v. Burnet, 2 ustc J 733, 50 F. 2d 

332 (CA of D. C., 1931), rev’g CCH Dec. 4878, 15 BTA 479 

(1929); Rev. Rul. 55-157, 1955-1 CB 293. But see Minnie E. 

Deal, CCH Dec. 22,822, 29 TC 730 (1958). 

(i) Caveat when subject of transfer is appreciated property— 
give undivided present interests in the property in succes- 
sive years. See Rev. Rul. 58-260, 1958-1 CB 126; Rev. Rul. 
58-261, 1958-1 CB 143; Rev. Rul. 57-293, 1957-2 CB 153. 

(6) Year of high income—create charitable trust and use income and 
principal to fulfill charitable commitments in subsequent years (see 

Illustration IT). 

(7) Advantages of inter vivos gifts over gifts at death (see Illustrations 

III and VI). 

(a) Income tax deduction from top income tax bracket—no equiva- 
lent savings re gifts at death. 

(b) Increases liquidity of estate—income tax savings mean addi- 
tional cash in hand. 

(c) Note that outright inter vivos gifts (but not gifts at death) 
decrease gross estate, and thus decrease maximum available 
marital deduction. However, this can sometimes be an ad- 
vantage (see Illustration VI, derived from William J. Bowe, 
Tax Planning for Estates (Nashville, Vanderbilt University 
Press, 1955), pages 76-77). 

(d) Increase in retirement income through inter vivos charitable 
gifts. (see Illustration IIT). 

(8) Use of two-year charitable trusts to avoid impact of 20-30 per cent 
limitations. See Code Sections 673(b) and 170(b)(1)(D). 


(B) Type of Property to Give and Type Not to Give to Charity. 
(1) Appreciated. property. 

(a) Gift of property avoids tax on appreciation. 

Example.—Cost of capital asset, $2,000; fair market value, 

$10,000 ; donor in 50 per cent bracket. 

(i) Sale: $2,000 tax on $8,000 gain. Total after-tax cost of 
gift of $10,000 cash proceeds of sale is $7,000 ($2,000 plus 
$5,000). 

(ii) Contribution of property: After-tax cost of $10,000 gift is 
$5,000. 

_(2) Depreciated property. 

(a) Should sell property and contribute proceeds to charity. Obtain 
benefit both of recognized loss on sale and of charitable con- 
tribution deduction. 

(3) Property.of uncertain value or for which there is no ready market. 

(a) Give to. charity at death. Minimizes valuation problem in estate. 
(i) If Internal Revenue Service increases reported value, cor- 

responding increase in marital deduction; contra also true. 

(b) Inter vivos gift. 
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(4) Business property. 


(a) Fair market value of snnaned stock in trade is selling price in 
“lowest usual market” in which donor customarily sells. Reg- 
ulations Section 1.170-1(c); but compare Rev. Rul. 55-138, 
1955-1 CB 223 (“replacement cost to the donor in his most 
favorable market”’). 


To avoid double deduction, costs and expenses incurred in year 
of contribution in producing or acquiring the contributed prop- 
erty are not deductible or part of cost of goods sold. Moreover, 
an adjustment is made for costs and expenses of prior years 
which are reflected in cost of goods sold in the year of contribu- 
tion. Regulations Section 1.170-1(c). 


(i) Applies to depreciable business property as well as to man- 
ufactured goods. Real estate dealer can avoid realization of 
ordinary income by donating appreciated real estate, for real 
estate is not included in inventory. O. D. 848, 4 CB 47 
(1921); Albert F. Keeney, CCH Dec. 5445, 17 BTA 560 
(1929). 


(5) Stock rights. 

(a) Code Section 307—need not allocate any part of cost of stock to 

tax-free stock rights where value of rights is less than 15 per 
cent of market value of stock with respect to which they are 
issued. (Allocation was required under 1939 Code.) 
Example (1). Donor owns 100 shares of stock, cost $20,000, 
worth $20,000. Stock rights issued to buy one share at bargain 
price for each ten shares owned. Rights worth $10 each, or 
$1,000 for 100 rights. When stock goes ex rights, donor sells 
shares for $190 a share, and donates rights to charity. 


(i) Capital loss, $1,000. 


(ii) Charitable contribution deduction, $1,000. 

Example (2). Same as above, except that donor buys shares 
after announcement of issuance of rights and before stock goes 
ex rights. 


(i) Donor obtains same tax benefits as in Example (1). 


(6) Life insurance. 

(a) Irrevocable assignment of policy, with charitable organization 
(or trust for charity) named irrevocable beneficiary. Regula- 
tions Section 25.2511-1(g) (8). 

(i) Present charitable contribution deduction allowed. Ernst 
R. Behrend, CCH Dec. 2255, 23 BTA 1037 (1931) (acq.) ; 
Eppa Hunton, IV, CCH Dec. 13,054, 1 TC 821 (1947) (acq.) 
(dictum). 

(ii) Value of gift. Regulations Section 25.2512-6. 

(iii) Insurance proceeds are excluded from donor’s estate. See 
Code Section 2042. 


(b) Payments of premiums by donor are additional deductible gifts 
where policy has been irrevocably assigned to charity. Ernst R. 


Lifetime Gifts to Charity 12} 





Behrend, cited above; O. D. 299, 1 CB 151 (1919) ; Eppa Hunton, 
IV, cited above. 
(i) Will not result in inclusion of proceeds of policy in donor’s 
gross estate. 
Where it is desired to not decrease gross estate, but rather t> 
increase maximum marital deduction otherwise allowable, make 
charity the beneficiary, reserving right to change beneficiary 
within a described group of charities. 
Gift sales of appreciated property. See Illustration I, and Regula- 
tions Section 1.1001-1(e). 
Ex.(1) .Ex.(2) Ex. (3) Ex. (4) 
Basis. $30,000 $60,000 $30,000 $90,000 
Selling price to charity >... 60,000 30,000 30,000 30,000 
Fair market value . inne 90,000 90,000 60,000 60,000 
|, eee te) ... 30,000 . 60,000 30,000 30,000 
Gain (or loss) is ine sao? ae ne 


Gift of appreciated property subject to indebtedness. 

(a) See text of article, pages 108-109, for uncertainty in this area. 

Certain premium bonds. 

(a) See IR-138,. 1956-2 CB 12; Regulations Section 1.171-2(a) (3) ; 
Maysteel Products, Inc., CCH Dec. 24,084, 33 TC 1021 (1960), 
taxpayer’s appeal to the Seventh Circuit pending. 

Section 306 (“tainted”) stock. 

(a) Bail-out of corporate earnings tax free. No ordinary income 
upon making of gift; charitable contribution deduction allowed. 
(i) Should not have prearranged plan to redeem the stock. See 

Rev. Rul. 57-328, 1957-2 CB 229. 

Unmatured installment obligations. 


(a) Contribution will give rise to taxable income to extent of previ- 
ously unreported gain. Code Section 453(d). See Rev. Rul. 
55-157, 1955-1 CB 293. 


Property as to which income is anticipated but not yet realized by 
donor. 


(a) Income accrued (but unmatured) on bonds or notes prior to 
donation is taxable to cash-basis donor when collected by donee. 
Estate of Bertha May Holmes, CCH Dee. 12,942, 1 TC 508 (1943), 
taxpayer’s appeal to CA-2 dism’d, January 25, 1945, overruling 
Rebekah. C. Schoonmaker, CCH Dec. 10,607, 39 BTA 496 (1939) 
(nonacq.); Cold Metal Process Company, CCH Dec. 21,657, 25 
TC 1333 (1956), rev’d on other grounds, 57-2 ustc § 9921, 247 
F. 2d 864 (CA-6). See Annie A. Colby, CCH Dec. 12,141, 45 
BTA 536 (1941) (reviewed) (acq.). 


Gift of stock prior to expected declaration of large dividend. 
(i) Gift of stock after declaration of dividend and prior to ex- 
dividend date. Compare Rev. Rul. 60-331, I. R. B. 1960-43, 


October 24, 1960; Mark G. Anton, CCH Dec. 24,305, 34 TC 
—, No. 86 (1960). 
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(c) Stock of corporation in liquidation before (or after) shareholder 
has recovered basis in stock through liquidating distributions. 


(C) Methods of Giving. 
(1) Outright. 
(a) Inter vivos gift. 
(b) Charitable bequest at death. 


(2) In trust. 
(a) Charitable foundation. 

(i) “Foundation” for the moderate giver (see Illustration IT). 
Code Section 674(b)(4); John Danz, CCH Dec. 19,013, 18 
TC 454 (1952) (acq.), aff'd in part sub. nom., John Danz 
Charitable Trust v. Commissioner, 55-2 ustc § 9723, 231 F. 
2d 673 (CA-9). 

(ii) Gift of stock in controlled corporation. See Regulations 
Section 25.2522(a)-2(b). 

(iii) See O’Shea, “Foundations for Individual and Corporate 
Purposes,” 1955 Proceedings, Tulane Tax Institute, page 261; 
Lectures on Charitable Foundations, Proceedings of the 
New York University Fourteenth Annual Institute on Federal 
Taxation, pages 1-148. 

Donor as life beneficiary, remainder to charity. 

(i) . Ordinary life income contract. 

(ii) Life income contract whereunder charity reinvests con- 
tributed appreciated property in tax-exempt securities. 
See Rev. Rul. 60-370, I. R. B. 1960-49, 15, December 
5, 1960. 


3equests to heir of life interest in corpus of trust, remainder to 

charity, can cut down estate tax and leave greater current in- 

come to heir. 

(i) Estate tax deduction not defeated where a possibility of 
invasion of corpus for comfortable maintenance and sup- 
port of life beneficiary if (1) there is an ascertainable 
standard covering comfort and support and (2) the proba- 
bility of invasion is remote or the extent of the invasion is 
calculable in accordance with some ascertainable standard. 
Rev. Rul. 54-285, 1954-2 CB 302. See /thaca Trust Company 
v. U. S., 1 ustc J 386, 279 U.S. 151 (1929). Compare 
Merchants National Bank. of Boston v. Commissioner, 43-2 
ustc { 9630, 320 U. S. 256. 


(d) Gift of income to charity for a term of years, remainder to donor 
or other designated takers. 

(i) Two-year charitable trust, Code Section 673(b): (1) In- 

come of trust excluded from donor’s taxable income; (2) 

no charitable contribution deduction for income tax pur- 


poses, Code Section 170(b) (1) (D). 


(ii) See Code Section 673(a) re trusts for more than ten years: 
(1) Income of trust excluded from donor’s income; (2) 
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charitable contribution deduction if donor’s reversionary 
interest is not more than 5 per cent of trust principal. 


(e) Conditional bequests to charity. Commissioner v. Estate of 
L. Sternberger, 55-1 ustc J 11,504, 348 U. S. 187 (no reliable 
statistical data from which chance charity would take could be 
computed) ;.U. S. v. Dean, 55-1 ustc § 11,550, 224 F. 2d 26 
(CA-1) (no proportionate estate tax deduction allowed where 
odds were 11 to one that charity would take bequest) ; Regu- 
lations Section 20.2055-2(b) (possibility that charity will not 
take must be “so remote as to be negligible”). 

(i) Disclaimer may save deduction. See Code Section 2055 
(a) ; Regulations Section 20.2055-2(c). 

(f) Conditional gifts to charity. See Regulations Section 1.170-1(e). 

(i) Deduction may be denied where stock of closely held 
corporation is donated to a charitable trust, where the 
corporation’s fiscal policies are controlled by the donor or 
his family. 


(3) Purchase of life income contract from charitable organization—re- 
turn based on age of donor and actual earnings of funds (see 
Illustration IV). 

(a) Rev. Rul. 55-275, 1955-1 CB 295: 

(i) Charitable gift of remainder interest. 

(ii) Purchase of life income contract with appreciated property 
avoids tax on appreciation. Reduces cost to donor of 
charitable gift. 

(iii) Income is fully taxable to donor (or other current income 
beneficiary). 

(iv) Corpus included in donor’s estate, but offsetting charitable 
deduction allowed. 

(v) If income is payable to survivor of donor, then. (taxable) 
gift by donor to such survivor. 


(b) Alternative procedure: Create irrevocable trust which invests in 
mutual funds, with remainder over to charity. Rev. Rul. 55-620, 
1955-2 CB 56. 


(i) Advisory committee may designate the charitable organi- 
zation (even one not presently in existence) to take upon 
death of life beneficiary. G. C. M. 3016, VII-1 CB 90 
(1928). 


(4) Purchase of annuity from a charitable organization. 


(a) Purchase made with cash. See Letter Ruling of September 9, 
1955, to The Board of Christian Education of The Presbyterian 
Church of the United States of America, bearing symbols 
T:R:I JCF-2, signed by H. T. Swartz, director, Tax Rulings 
Division, reproduced in Gift Annuity Agreements of Charitable 
Organizations (Committee on Gift Annuities, Wise Public Giv- 
ing Series, No. 48, 1955), page 52. See also Rev. Rul. 55-388, 
1955-1 CB 233; Regulations Section 1.170-2(a) (3). 
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(i) Amount of charitable gift computed by first determining 
replacement cost of an equivalent commercial annuity, 
valued on basis of 1937 Standard Annuity Mortality Table, 
2 per cent interest, ages set back one year, loading of 6% 
per cent. 


(b) Purchase made with appreciated property. See Letter Ruling 
of September 9, 1955, cited above. 
(i) Taxable exchange combined with a gift. G. C. M. 1022, 
VI-1 CB 12 (1927). 
(ii) Rules for taxation of annuity payments and gain on pur- 
chase of annuity. 


(5) Contribution of property to a charitable organization and leaseback. 


(a) Boman v. Commissioner, 57-1 ustc J 9344, 240 F. 2d 767 (CA-8), 
rev’g CCH Dec. 21,809, 26 TC 660 (1956). See Albert T. Felix, 
CCH Dec. 20,178, 21 TC 794 (1954). But compare Rev. Rul. 
54-9, 1954-1 CB 20. 

(i) Contribution of art objects to museum, with reserved in- 
terests. See Rev. Rul. 57-293, 1957-2 CB 153. 


(D) Who Should Give. 


(1) 


Within the family group, person in the highest tax bracket. 

(a) Tie-in with family foundation: parents’ funds available for fulfilling 
their charitable obligations and also those of their children. 
(i) Can reduce gift and estate taxes of parents. 


Gift by closely held corporation rather than by shareholders out of 

dividends paid to them. 

Example: Shareholder in 50 per cent bracket ; corporation in 52 per 

cent bracket; $1,000 gift by corporation is equivalent to a $518.40 

gift by shareholder after corporate taxes and dividend. If dividend 

paid and no contribution made by shareholder, shareholder is in 

pocket only $259.20. 

(a) Pledge should be made in corporation’s name and not in name 
of shareholders. Compare G and R Corporation, CCH Dec. 
17,264(M), 8 TCM 970 (1949). 


ILLUSTRATION | 
A Form for Making a Gift-Sale of Stock to Charity 


[ Name and 
Address of 
Charity] 


Gentlemen: 


I presently own shares of common stock of 
I hereby offer to sell my entire right, title and interest in and to the said shares 
to you for $.. per share. It is my intention that the difference 
between the present fair market value of the stock and the selling price be, 
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and be considered to be, a gift to .............. .. (name of charity) 
for its general uses and purposes. 

If the terms and conditions of this sale and gift are acceptable to you, 
please indicate your acceptance below and issue your check to me in the 
amount of $ 

Very truly yours, 


Accepted this day of 
Receipt of the above-described shares of stock on this date is acknowledged. 


ILLUSTRATION Il 
A Form for Creating a Simple Charitable ‘‘Foundation”’ 


Gentlemen: 


Delivery is made herewith of the property listed in Schedule “A” attached 
hereto and made a part hereof. Delivery of said property constitutes an ir- 
revocable gift of same to ; . [name of charity] (here- 
inafter called “the Federation’’) upon your acceptance of the gift and of the 
following terms and conditions: 


(1) A fund shall be created which shall be known as the 
Fund (hereinafter called “the Fund”). The Federation may receive additional 
irrevocable gifts from time to time from the undersigned and from any other 
source to be added to the Fund, all subject to the provisions hereof. 

(2).The Federation shall have all powers necessary or, in its sole dis- 
cretion, desirable to carry out the purposes of the Fund, including, but not 
limited to, the power to retain, invest and reinvest the Fund in any manner 
it may see fit, without being subject to any investment restrictions, statutory 
or judicial, which would otherwise be applicable to it as a fiduciary; the power 
to commingle the assets of the Fund with those of other funds for investment 
purposes ; and the power to borrow money when for any reason the Federation 
deems it advisable, and, as security, to pledge or encumber any part of the 
Fund.. No person dealing with the Federation shall be required to inquire into 
its authority to act. No person delivering cash or other property to the 
Federation shall be required to see to its application by the Federation. 

(3) The principal and income of the Fund shall be distributed only to or- 
ganizations, including the Federation, of the type to which an individual 
taxpayer may make deductible charitable contributions, gifts and bequests 
under the present income, gift and estate tax provisions of the Internal Reve- 
nue Code of 1954, and which must also be of the type, at the time of distribu- 
tion, to which an individual taxpayer may make deductible charitable con- 
tributions, gifts, and bequests under the provisions of the then applicable 
federal internal revenue laws. It is intended by the foregoing that at the time 
a distribution is made by the Fund, the organization which is the distributee 
must be an organization described in each and every one of present Sections 
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170(c), 2055(a) and 2522(a) of the Internal Revenue Code of 1954, and should 
the organizations which are so described in each and every one such section 
(or successor sections) of the Internal Revenue Code be reduced in number 
in the future, the distributee also must be among such reduced number of 
organizations. 

(4) Distributions out of the Fund of principal and/or income shall be 
made at such time or times and in such amount or amounts as may be directed 
in writing by either ... te ere nk Sab ee oegtrats i cig bee 
to such organizations of the type described in paragraph (3) above as may be 
designated in writing by either of them. The Federation shall not be liable 
to any person or organization for making any distribution as so directed. 

(5) All net income of the Fund for any fiscal year for which no directions 
for distribution have been received in writing by the Federation on or before 
the next to the last day of such fiscal year shall be distributed to the Federa- 
tiori as a beneficiary hereunder before the end of such fiscal year and shall 
thereafter be held, consumed or used by the Federation as it may see fit for 
any of its lawful purposes. Capital gains and losses shall not be taken into 
account in determining the income of the Fund. 

(6) All principal amounts of the Fund for which no directions for dis- 
tribution have been received in writing by the Federation on or before the 
date of death of the last to die of and : 
shall be thereafter held, consumed or used by the Federation as it may see fit 
for any of its lawful purposes. 

Will you kindly indicate below your acceptance of this gift and of the 
foregoing terms and conditions. 


Very truly yours, 


Accepted this day of , 196..... Receipt 

of the above-described property on this date is acknowledged. 
[name of charity] 
By 


ILLUSTRATION Il 
Illustration of Increase in Retirement Income Through Charitable Gifts 
The donor, aged 60, each year for six consecutive years purchases a life 
income contract from a charitable organization for $10,000. Average invest- 
ment yield of charity’s portfolio is 4 per cent. The donor is in the 50 per cent 
tax bracket. 
Amount Net Cost of Annual Yield 


of Gift to $10,000 Gift Cumulative Per Cent of 
Year Age Charity After Taxes Net Cost Dollars Investment 
60 $ 6,032.10 $ 6,983.95 $ 6,983.95 $ 400 5.73% 
61 6,157.80 6,921.10 13,905.05 800 5.75% 
62 6,283.50 6,858.25 20,763.30 1,200 5.78% 
63 6,408.90 6,795.55 27 558.85 1,600 5.81% 
64 6,533.70 6,733.15 34,292.00 2,000 5.83% 
65 6,658.00 6,671.00 40,963.00 2,400 5.86% 


$38,074.00 $40,963.00 


Lifetime Gifts to Charity 





By investing $40,963 (net cost after tax benefits of charitable gifts), the 
donor obtains $2,400 annual retirement income payments, or a return of 5.86 
per cent on his investment. This constitutes $761.48 of additional annual retire- 
ment income for life over the $1,638.52 annual return on $40,963 invested at 4 
per cent. In addition to increasing his retirement income, the donor has con- 
tributed $38,074 to charity, and at his death the charity holds $60,000 outright 


for its own uses and purposes. 


ILLUSTRATION IV 


Illustrative Example of Out-of-Pocket Cost of Combining Life Income 
Agreement with Currently Deductible Charitable Gift 
The donor, aged 60, has stock which cost. him $1,000 and which has a 
present market value of $2,000. The donor is in the 50 per cent tax bracket. 
Donor sells stock Donor purchases 
and purchases a _— life income contract 


commercial annuity from a charitable 
with net proceeds organization 


Tax on transaction (25 per cent of $1,000) $ 250.00 None 
Charitable contribution deduction None $1,206.42 
Tax savings on transactions —s None $ 603.21 
Annual return from inves mént of ta 
savings in comine.cial annuity contract 
(6.52 per cent rate 
(a) Before taxes None $ 39.33 
(b) After taxes ($33.14 excluded with ot 
per cent tax on $6.19) None $ 36.24 
Amount invested in contract $1,750.00 $2,000.00 
Annual return 6.52%" 5.64%? 
Annual income $ 114.10 112.80 
Annual income exclude’ from income tax $ 96.15 None 
Annual taxable inconu SSeS eee 112.80 
Tax on item 9 $ 8.98 ‘ 56.40 
Annual net yield after taxes from con- 
tract (item 7 minus item 10).. $ 
Annual net yield after taxes from re- 
invested tax savings on charitable gift 
(item 4(b)) , None $ 36.24 
Total annual yield after taxes (item 11 
OU ID a n.d. spin b's Ba are Ft $ 92.64 
The cost to the donor is $12.48 per annum ($105.12 minus $92.64). 
Assuming a life expectancy of 14.5“years~(based~on~combined experience 
mortality table used by commercial life insurance companies), the cost to the 
donor of making a $2,000 charitable gift at death is only $180.96. Assuming 
a life expectancy of 18.2 years (based on tables used under Section 72 of the 
Code (see Regulations Section 1.72-9, Table I)), the cost is only $227.14. 


105.12 56.40 








* Return recently paid by a major United States commercial insurance company. 
* Return recently paid by Fomona College; Claremont, California. 
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ILLUSTRATION V 
Illustrative Example of Increase in Spendable Income of High-Bracket Tax- 
payer Through His Making Charitable Gift of Appreciatec’ Prop- 
erty Whose Proceeds Are Reinvested in Tax-Exempt Securities 


The donor, aged 60, has stock which cost him $2,000 and which has a 
present market value of $10,000. The donor is in the 75 per cent tax bracket. 


yielding 
tax- 

2% 

in- 


vests net proceeds in 
yielding 
stock, 

yielding 2% 


tax - exempts 


2% per cent 
to a charitable trust, 


reserving life income. 


Trust sells 
~ vests proceeds in taz- 


for cost basis, then pur- 


charitable organization 
chases $8,000 of 


Donor sells stock on 
stock exchange and in- 
Donor sells stock to a 
Donor contributes stock 


exempts 
per cent 
per cent 


exempts 
= Results in (C) prior to 
Rev. Rul. 60-370 


8 
6 
g 


. Tax on sale of stock | . None $ 2,000.00 None 
. Charitable contribution deduction N $ 8,000.00 $ 6,032.10 $ 6,032.10 
. Tax saving due to charitable 

contribution deduction > $ 6,000.00 $ 4,524.07 $ 4,524.07 
. Amount available (apart from 

tax savings) for investment in 

tax-exempts 000. $ 2,000.00 $10,000.00 $10,000.00 
.. Annual return to donor from in- 

vestment in tax-exempts. . ’ $ 50.00 $ 250.00 $ 250.00 
. Annual net yield from. reinvest- 

ment of tax savings (item 3) in 

tax-exempts yielding 2% per 

cent $ 150.00 $ 63.11 $ 113.10 
. Total annual yield after taxes 

(item 5 plus item 6) $ 200.00 $ 200.00 $ 313.11 $ 363.10 


The donor, being in the 75 per cent bracket, and holding stock worth $10,000 
and yielding a 5 per cent return, or $500, could keep only $145 a year after 
taxes. (A) By selling the stock, keeping the proceeds and reinvesting the net 
proceeds (after capital gains tax) in tax-exempt securities yielding 2% per 
cent, he increases his after-tax annual return to $200 a year, although he has 
decreased his net worth by the $2,000 capital gains tax paid. (B) By gift- 
selling the stock to a charity for his cost basis and reinvesting the sales proceeds 
plus tax savings in tax-exempt securities, the donor has the very same $8,000 net 
proceeds (after taking the charitable contribution deduction into account) as he 
would have by selling the stock on the open market, and the same after-tax annual 
return of $200 a year, yet the charity has benefited from an $8,000 gift! (C) By 
making a gift in trust of the stock, whereby at his death a charity gets $10,000, 
the donor increases his after-tax income to $313.11 and still retains outright 
ownership of $2,524.07 worth of tax-exempt securities. 


ILLUSTRATION VI 


Illustration of Estate Tax Advantage of Inter Vivos Charitable 
Gift Over Charitable Gift by Testamentary Bequest 

The donor, having a net worth of $500,000, wishes to give $250,000 to 
charity and leave remaining net worth to his wife and child. Assume the wife 
has no estate of her own and will leave entire inheritance from her husband to 
the child at her death. The child has an estate of his or her own, apart from 
any inheritance from his or her parents. (Figures are approximate and do 
not take account of effect of income tax savings through inter vivos charitable 
gifts, of inheritance taxes, etc.) 
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Example I: Inter Vivos Charitable Gift 
Death of Husband 
1. Gross estate, after inter vivos gift to charity 
2. Less: Marital deduction 
3. Specific exemption 


Taxable estate .... 
Federal estate tax . 


Death of Wife 
6. Gross estate (remaining $125,000 of husband’s estate is not 
includable in wife’s estate (husband bequeaths. nonmarital 
portion of his estate in trust, with life interest in wife, re- 
mainder to child) ) 
Less: Specific exemption . 


Taxable estate 
Federal estate tax 


Example II: Charitable Gift at Death 
Death of Husband 
10. Gross estate ; arn | sek exned: fee 
Less: Marital deduction $190,000 
Specific exemption xa 60,000 
Charitable deduction ... ’ 250,000 
500,000 


Taxable estate ; 0 


Death of Wife 
15. Gross. estate (remaining $60,000 of husband’s estate not 
given to charity is not includable in wife’s estate (husband 
bequeaths nonmarital portion of his estate in trust, with 
life interest in wife, remainder to child))...... $190,000 
Less: Specific exemption’...... : - 60,000 


Taxable estate $130,000 
Federal estate tax 5 ere $ 29,700* 


Comparison of Estate Tax Liabilities 


Gift at death—total tax on two estates. . ia i $ 29,700 
Inter vivos gift—total tax on two estatés. . 21,800 


Tax. saving through inter vivos gift $ 7,900 


[The End] 


* If, in Example II, the husband had left $250,000 outright to the wife, the tax on her 
estate would have been $47,700. Further, if the charitable gift had not been made, the total 
estate tax on both estates would have been $95,400. Had the wife predeceased her hus- 
band, and had there been no charitable gift, the estate tax would have been: $126,500. 
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The Case of the 
Ineffectual Tax Attribute 


By EMANUEL D. TONELSON 


This article is an analysis of the regulations on Code Section 381, dealing 
with inherited tax attributes in certain corporate tax-free exchanges. 
There are 21 tax attributes enumerated in Section 381 (c) 

which are, generally, the result of litigated issues. 

Mr. Tonelson questions the efficacy of their enactment. 


RIOR to the Internal Revenue Code of 1954, there was no statu- 

tory provision for the transfer of tax attributes—that is, privileges, 
elections, benefits, detriments, etc-—from one corporation to another 
in a tax-free exchange. The judicial rules developed over the years 
emphasized an “identity” theory which, depending upon the form of 
the transaction, yielded inconsistent results regardless of the economic 
realities of the transactions." 

*New Colonial Ice. Company, Inc. v. Helvering, 4 ustc § 1292, 292 U. S. 435 
(1934) (Net operating loss of transferor denied to successor transferee resulting 
froma Sec. 368(a)(1)(C) reorganization). 

Standard Paving Company v. Commissioner, 51-2 ustc § 9376, 190 F. 2d 330 
(CA-10) (Upon a liquidation of a subsidiary, the. predecessor [subsid‘ary] may 
not carry back losses of its successor [parent]. Follows New Colonial Ice in the 
converse situation). 

Stanton Brewery, Inc. v.. Commissioner, 49-2 ustc J 5941, 176 F. 2d 573 (CA-2) 
(Unused excess-profits credits of two corporations permitted to be carried for- 
ward by a new corporation resulting from the merger of the two predecessors). 

Libson Shops, Inc. v. Koehler, 57-1 ustc $9691, 353. U. S. 382 (A surviving 
corporation of a merger may not carry over premerger losses of one business 
against postmerger income of another business). 

Commissioner v. Sansome, 3 ustc J 978, 60 F. 2d 931 (CA-2, 1932) (In deter- 
mination of earnings and profits, successor corporation required to carry over 





predecessor’s earnings). 

Commissioner v. Munter, 47-1 ustc $9241, 331 U. S. 210 (Supreme Court ap- 
proval of Sansome doctrine where only 52 per cent of old stockholders rema‘ned 
as stockholders of new company). 

Commissioner v. Phipps, 49-1 ustc 9204, 336 U. S. 410 (Subsidiary deficit 
does not reduce parent’s earnings upon liquidation of subsidiary, However, a 
parent’s deficit would be reduced to the extent of the subsidiary’s earnings upon 
its liquidation). 

Holdcroft Transportation Company v. Commissioner, 46-1 ustc J 9193, 153 F. 2d 
323 (CA-8) (Amounts paid by successor corporation for claims against predeces- 
sor partnership held to be capital expenditures, even though such claims were 
contingent at time of transfer). 

(Continued on following page) 
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Mr. Tonelson, a New York attorney 
and CPA is tax manager 
of Fred Landau & Co., New York City. 


As a result, Congress enacted Sec- 
tion 381 of the Internal Revenue Code 
of 1954.2. It provides, generally, that 
a corporation acquiring assets in 
specified tax-free transactions outlined 
in Section 381(a) shall succeed to, 
and take into account, as of the close 
of the date of distribution or transfer,’ 
the 21 tax attributes of a distributor 
or transferor corporation enumerated 
in Section 381(c), subject to the con- 
ditions and limitations provided in 
Section 381(b) and (c). Six years 


(Footnote 1 continued) 


F. R. Humpage, CCH Dec. 18,873, 17 TC 
1625 (1952) (Sansome rule does not apply to 
reorganizations under Sec. 77B of the Bank- 
ruptcy Act). 

Donohue v. U. S., 53-2 ustc J 9480, 112 F. 
Supp. 660 (DC.Mo., 1953) (Successor cor- 
poration resulting from a Sec. 77B proceed- 
ing may not carry back an operating loss 
to its predecessor). 

Textile Apron Company, Inc., CCH Dec. 
19,958, 21 TC 147 (1954) (In ‘a Sec. 351 
transfer to a controlled corporation by indi- 
viduals, a new election as to LIFO inven- 
tory method must be made). 

Helvering v. Metropolitan Edison Company, 
39-1 uste § 9432, 306 U. S. 522 (Following 
a merger, a successor was permitted to 
amortize the balance of its predecessor’s 
unamortized bond discount). 

*Senate Finance Committee Report, S. 
Rept. 1622, 83d Cong., 2d Sess. (1954), p. 52 
states: 

“The new rules enable the successor cor- 
poration to step into the ‘tax shoes’ of its 
predecessor corporation without necessarily 
conforming to artificial legal requirements 
which now exist under court: made law. 
Tax results of liquidations or reorganiza- 
tions are thereby made to depend less upon 
the form of the transaction than upon the 
economic integration of two or more sep- 
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later, the Commissioner issued regu- 
lations * on a portion of the section 
(relating to qualifying transactions, 
general operating rules, and the me- 
chanics of integrating acquired loss 
carry-overs with the income or losses 
of the acquiring corporation—one of 
the 21 enumerated tax attributes) which 
is the subject of the following dis- 
cussion. 


It should be emphasized that the 
section is not exhaustive,> and the 


arate businesses into a unified business en- 
terprise. At the same time, the new 
provision makes it difficult to escape the 
tax consequences of the law by means of a 
legal artifice such as liquidation and rein- 
corporation or merger into another cor- 
poration.” 

* The specified tax attributes attach to an 
acquiring corporation as of such a date 
regardless of whether their application must 
be deferred for future years. Thus, the tax 
attributes survive a subsequent qualifying 
transaction in which a former acquiring 
corporation is now a transferor or distribu- 
tor corporation. See Reg. Sec. 1,381(c)(1)-1 
(g),.and footnote 36 below. 

*T. D, 6480, I. R. B. 1960-32,-7, July 12, 
1960. 


*The Senate report cited at footnote 2 
states, at p. 277: 

“The section is not intended to affect the 
carryover treatment of any item or tax 
attribute not specified in the section or the 
carryover. treatment of items or tax at- 
tributes in corporate transactions not de- 
scribed in sub-section (a). No inference is 
to be drawn from the enactment of this 
section whether any item or tax attribute 
may be utilized by a successor or predeces- 
sor corporation under existing law.” 

See, also, H. Rept. 1337, 83d Cong., 2d 
Sess. (1954), p. A135. 
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regulations so hold. Thus, several 
cases involving pre-1954 Code years 
may still be applicable,’ and it is to be 
expected that future litigation re 


nonqualifying transfers or nonenu- 
merated tax attributes will be deter- 
mined by the rationale of the leading 
cases cited previously.® 


Further, the section is not exclu- 
sive, and additional limitations on de- 
ductions found in other sections of the 
Code ® and regulations *° must be care- 
fully considered. 


Qualifying Transfers 


An acquiring corporation shall™ 
succeed to, and take into account, the 
tax attributes of a distributor or 


* Reg. Sec. 1,381(a)-1(b) (3). 

*For example, see Mendham Corporation, 
CCH Dec. 16,004, 9 TC 320 (1947), in 
which gain was recognized to a transferee 
corporation upon a foreclosure of mort- 
gaged property whcre no deficiency was 
asserted by the mortgagee, the mortgage 
having been placed by the transferor. The 
transferee acquired the property subject to 
the mortgage. The gain recognized repre- 
sented the difference between the original 
amount borrowed by the transferor and 
the adjusted basis of the property to the 
transferee. 

See, also, F. R. Humpage, cited at foot- 
note 1; Donohue v. U. S., cited at footnote 1; 
Textile Apron Company, Inc., cited at foot- 
note 1. 

*See cases cited at footnotes 1 and 7. 

*For example, Sec. 382(b) provides that 
a loss carry-over permitted by Sec. 381(a)(2) 
(reorganizations) shall be further reduced 
by 5 per cent for every percentage point less 
than 20 per cent that the shareholders of the 
loss corporation own of the acquiring corpo- 
ration. 

See, also, Sec. 269, which provides that 
where the principal purpose of an acquisition 
is to evade or avoid the income tax by 
securing the benefit of a deduction, credit 
or other allowance which the acquiror would 
not otherwise enjoy, such deduction shall be 
disallowed. 

”See the Consolidated Regulations at 
Reg. Sec. 1.1502-31(b)(21), (22) for rules 
integrating the acquired net-operating-loss 
carry-overs and capital loss carry-overs 
under Sec. 381 with the additional rules and 
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transferor corporation only in the fol- 
lowing tax-free transfers : * 


(1) Complete liquidation of a sub- 
sidiary corporation upon which no 
gain or loss is recognized under Sec- 
tion 332 and the subsidiary’s basis of 
the transferred assets is carried over to 
the parent under Section 334(b) (1)."* 

(2) The following reorganizations : * 


(a) A statutory merger or consoli- 
dation—a Section 368(a)(1)(A) re- 
organization. 

(b) A transfer of substantially all 
the assets in exchange solely for vot- 
ing stock of the acquiring corporation 
or its parent—a Section 368(a)(1)(C) 
reorganization.*® 


limitations as outlined in other sections of 
the Consolidated Regulations. 

"The application of Sec. 381 is manda- 
tory. See Reg. Sec. 1.381(c)(i)-1(a)(1). 

“The acquired tax attributes are not re- 
duced if the acquiring corporation. receives 
less than 100 per cent of the assets due to 
the existence of a minority interest. See 
Reg. Sec. 1.381(c)(1)-1(c)(2). Generally, 
the qualifying transfers permit a minority 
interest of up to 20 per cent.. See Secs: 332 
(b)(1) and 368(c). 

* Sec. 381(a) (1) thus excludes the Kimbell- 
Diamond rule of Sec. 334(b)(2), in which a 
purchase of corporate stock followed by a 
liquidation within two years is deemed to 
be a purchase of assets. In such case, the 
parent corporation’s basis of the assets re- 
ceived upon a complete liquidation of the 
subsidiary is the adjusted basis of its stock. 
See also Kimbell-Diamond Milling Company 
v. Commissioner, CCH Dec, 17,454, 14 TC 74 
(1950), aff'd, 51-1 ustc J 9201, 187 F. 2d 718 
(CA-5). 

™ Sec. 381(a) (2). 

* Where the acquiring corporation is seek- 
ing to avoid the application of Sec. 382(b) 
(see footnote 9), the use of a Sec. 368 
(a)(1)(B) reorganization has been suggested 
(exchange of stock for stock), Whether a 
subsequent liquidation would qualify the 
transaction under Sec. 381(a)(1), or whether 
the transaction would be considered, in sub- 
stance, a Sec. 368(a)(1)(C) reorganization 
(that is, acquisition of assets for stock), 
hence subject to the Sec. 382(b) limitation, 
involves the applicability of the step-transac- 
tion doctrine, which is beyond the scope 
of this discussion. 
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(c) A transfer of substantially all 
the assets of one corporation to an- 
other corporation if, immediately after 
the transfer, the transferor or its 
shareholders, or any combination 
thereof, is in control of the acquiring 
corporation and if, pursuant to the 
plan, the transferor distributes all of 
its assets in complete liquidation—a 
Section 368(a)(1)(D) reorganization, 
as qualified by Section 354(b) (1) (A), 
(B).2° 

(d) A mere change in identity, form 
or place of organization—a Section 
368(a)(1)(F) reorganization." 


Thus, Section 381 does not apply to 
the following exchanges or transfers: ** 

(1) Section 346 partial liquidations. 

(2) Section 351 transfers to con- 
trolled subsidiaries. 

(3) Section 355 divisive reorgani- 
zations. 

(4) Section 371 receivership or bank- 
ruptcy reorganizations (unless such 
reorganizations also qualify under 
Section 368(a)(1)).: 

(5) Sections 1081-1083 © transfers 
pursuant to an order of the Securities 
and Exchange Commission. 


Acquiring Corporation 


Only a single * corporation may be 
an acquiring corporation. The regu- 





*Since a “C” and “D” reorganization 
may frequently overlap, a liquidation of the 
transferor is mandatory in such a situation. 
Sec. 368(a)(2)(A). states that a reorganiza- 
tion shall be deemed to be a “D” reorgani- 
zation if it qualifies under Sec. 368(a)(1)(C) 
and Sec. 368(a)(1)(D), 

* See footnote 24. 

* The Senate report cited at footnote 2 
states, at p. 276: 

“The section (381) does not apply to par- 
tial liquidation or to divisive or other re- 
organizations not specified in subsection (a).” 

See, also, Reg. Sec. 1.381(a)-1(b) (3). 

* A foreign corporation may be an acquir- 
ing, distributing or transferring corpora- 
tion. See Reg. Sec. 1.38l(a)-l(c). How- 
ever, care should be taken to comply with 
Sec. 367 and the regulations thereunder. 
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lations provide that the corporation 
ultimately acquiring all the distributed 
or transferred assets shall be con- 
sidered the acquiring corporation. 
However, where no one corporation 
ultimately acquires all the assets, only 
that corporation which directly ac- 
quires all the distributed or transferred 
assets is deemed to be the acquiring 
corporation, even though it subsequently 
retains none of the assets of the dis- 
tributor or transferor.2° In such case, 
the determination of whether any tax 
attribute carries over to the succeed- 
ing corporation must be made with- 
out regard to Section 381.*" 


The following examples illustrate 
this concept: *” 

(1) X Corporation acquires all of 
the assets of Z Corporation, in ex- 
change for X Corporation . voting 
stock, in .a transaction qualifying 
under Section 368(a)(1)(C). Pursu- 
ant to the plan of reorganization, X 
Corporation transfers its Z assets to 
its wholly owned subsidiary, Y Cor- 
poration. Y Corporation is the ac- 
quiring corporation. 

(2) If, in example (1) above, X 
Corporation transfers half of the Z 
assets to Y Corporation, a wholly 
owned subsidiary of X Corporation, 
and retains the other half of the Z 
assets, X Corporation is the acquiring 





Sec. 367 provides, generally, that consent of 
the Commissioner must be obtained to 
insure nonrecognition of gain (not losses) 
in corporate liquidations and reorganiza- 
tions involving a foreign corporation. Such 
consent, however, must establish. to the 
Commissioner’s satisfaction. that the dis- 
tribution or exchange is not in pursuance 
of a plan having as one of its principal pur- 
poses the avoidance of income tax. 

* See Reg. Sec. 1.381(a)-1(b)(2)(i). There 
is no provision for a “de minimus” rule in 
the regulations. Query whether the reten- 
tion of an insignificant amount would alter 
the determination of the acquiring corpora- 
tion. See, also, footnote 23. 

**See Reg. Sec, 1.381(a)-1(b)(3)(ii), and 
footnote 5. 


* See. Reg. Sec. 1.381(a)-1(b) (2) (ii). 
TAXES—The Tax Magazine 





corporation. Whether Y Corporation 
may Carry over any item described in 
Section 38l(c) shall be determined 
without regard to Section 381. 


(3) If, in example (1) above, X 
Corporation transfers half of the Z 
assets to Y Corporation and the other 
half of the Z assets to M Corporation, 
both Y Corporation and M Corporation 
being wholly owned subsidiaries of X 
Corporation, X Corporation is the 
acquiring corporation. Whether Y 
Corporation or M Corporation may 
carry over any item described in Sec- 
tion 381(c) shall be determined with- 
out regard to Section 381. 

(4) If, in example (1) above, Y 
Corporation, a wholly owned subsid- 
iary of X Corporation, acquires all of 
the assets of Z Corporation, in ex- 
change solely for X Corporation vot- 
ing stock, in a transaction qualifying 
under Section 368(a)(1)(C), Y Cor- 
poration is the acquiring corporation.** 


General Operating Rules 


Except in the cases of an identity 
reorganization under Section 368(a) 
(1)(F),"* Section 381(b) provides as 
follows: 

(1) The taxable year of the distrib- 
utor or transferor corporation shall end 
on the date of the distribution or 
transfer. Thus, an income tax return 
must be filed for its year ending on 
such date.** If the distributor or 
transferor corporation remains in ex- 
istence after such date, a return is 
required for the taxable year begin- 
ning on the date following the distri- 
bution or transfer and ending with 
the date on which its taxable year 
would have ended had there been no 
distribution or transfer.** 


(2) The date of distribution or trans- 
fer?’ is normally the date on which 
the assets are distributed or transferred. 
If such distribution or transfer is not 
made on one day, it shall be deemed 





“It is thus apparent that. tax consequences 
may depend upon the form of the transac- 
tion. Since tax attributes flow only to an 
acquiring corporation, significant differences 
may attach to the same transaction, depend- 
ing upon which corporation is selected to be 
the acquiring corporation. In a statutory 
merger, the surviving corporation may be 
easily determined. If it is preferable to 
have the tax attributes flow to a subsidiary, 
a “downstream” merger should be consid- 
ered. If a transferee corporation does not 
want the tax attributes flowing to itself, a 
transfer of all the acquired assets to a 
wholly owned subsidiary under Sec. 351, or 
a contribution to the capital of an existing 
subsidiary, should be considered. If the 
creation of a new subsidiary is required 
because of valid business or tax reasons and 
it is preferable for the transferee to retain 
the tax attributes of the distributor or trans- 
feror, a transfer of less than all the acquired 
assets, or a transfer of such assets to two 
or more controlled subsidiaries, will accom- 
plish this result. 

* Reg. Sec. 1.381(b)-1(a)(2) provides that 
in an identity reorganization (whether or 
not such reorganization also qualifies as any 
other reorganisation under Sec. 368(a)(1)) 
the acquiring corporation shall be treated 
just as the transferor corporation would 
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have been treated if there were no re- 
organization, for all purposes of Sec. 381. 
Thus, the taxable year of the transferor 
does not end on the date of transfer; a loss 
may be carried back from the acquiring 
corporation’s postacquisition years to the 
transferor’s preacquisitiop years; and all 
the tax attributes (described in Sec. 381(c)) 
of the transferor are carried over to. the 
acquiring corporation. Presumably, non- 
enumerated tax attributes would be subject 
to the judicial rules outlined in footnote 1. 
See, also, Rev, Rul. 57-276, 1957-1 CB 126. 
Since there may be an overlap between an 
“F” type of reorganization and other statu- 
tory reorganizations specified in Sec. 368 
(a)(1), the “F” type appears to acquire a 
substantive significance. 

* See Sec. 6072 and Reg. Sec. 1.381(b)-1(c). 
See, also, footnote 35. 

*Tt would appear that no annualization 
of income is required under Sec. 443(b) (1), 
since the corporation requires no prior ap- 
proval of the Commissioner as outlined in 
Sec. 443(a)(1). However, see Rev. Rul. 
57-602, 1957-2 CB 611, revoking Rev. Rul. 
55-566, 1955-2 CB 180, in the area of con- 
solidated returns. 

* See Sec. 381(b)(2) and Reg. Sec. 1.381 
(b)-1(b). 
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to be made on the.day on which such 
distribution or transfer is completed. 
If the completion of the distribution 
or transfer is unreasonably postponed 
beyond the date as of which substan- 
tially all the properties have been distrib- 
uted or transferred and the distributor 
or transferor corporation has ceased 
all operations other than liquidating 
activities, then the date of distribu- 
tion or transfer shall be the date on 
which substantially, all the properties 
have been distributed or transferred ** 
and the distributor or transferor corpo- 
ration has ceased all operations other 
than liquidating activities.*® 

A distributor or transferor and an 
acquiring’ corporation may elect to 
consider the date of distribution or 
transfer to be the date as of which 
substantially all the assets have been 
transferred and the distributor or 
transferor corporation has ceased all 
operations other than liquidating ac- 
tivities.°° The election must be made 
on the return of the distributor or 
transferor corporation for its taxable 


year ending on the date of distribution 
or transfer, and on the acquiring cor- 
poration for its first taxable year end- 
ing after such date.** 


The significance of determining the 
date of distribution or transfer will 
become more apparent in subsequent 
discussions of limitations on acquired 
loss carry-overs and the rules con- 
cerning their integration with the income 
or losses of the acquiring corporation 
in computing its net-operating-loss 
deduction for its first taxable year 


* For this purpose, retention of a. reason- 
able amount of money or property to pay debts 
or to preserve the corporate charter is 
permitted. See Reg. Sec. 1.381(b)(2). 

* For this purpose, winding-up activities 
(that is, paying debts and distributing re- 
maining assets to the shareholders) are per- 
mitted. See Reg. Sec. 1.381(b)(2). 

*See Reg. Sec. 1.381(b)-1(b) (2). 

*See Reg. Sec. 1.381(b)-1(b) (3). 

* See Sec. 381(b)(3) and Reg. Sec. 1.381 
(c)(1)-1(b). Consequently, if practical, a 
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ending after the date of distribution 
or transfer. 

(3) A net operating loss of the ac- 
quiring corporation for any taxable 
year ending after the date of distribu- 
tion or transfer may not be carried 
back to the taxable income of a dis- 
tributor or transferor corporation, but 
it may be carried back in computing 
the taxable income of the acquiring 
corporation for a year ending on or 
before the date of distribution or 
transfer.** 

If a distributor or transferor cor- 
poration remains in existence after 
the date of distribution or transfer,™ 
a net operating loss sustained by it for 
any taxable year beginning after the 
date of distribution or transfer may 
be carried back in computing its tax- 
able income to any tax year ending 
on or before the date of distribution 
or transfer, but it may not be applied 
as a carry-back or a carry-over to the 
taxable income of the acquiring cor- 
poration. 


The following examples will illus- 
trate these concepts: 


(1) If, on December 31, 1960, X 
merges into Y, with Y as the survivor, 
Y’s 1961 loss may not be carried back 
to X’s income, but it may be carried 
back to Y’s income. 


(2) If, on December 31, 1960, X and 
Y consolidate into Z, Z’s 1961 loss may 
not be carried back to X or Y. 


(3) If, on December 31, 1960, X 
transfers all of its assets to Y in a “C” 
reorganization and X sustains losses 


current loss corporation having income in 
prior years should be the acquiring corpo- 
ration in any contemplated transaction, 
since it may carry back its current losses 
against its prior income. If the loss corpo- 
ration is the distributor or transferor corpo- 
ration, the. acquiring corporation. may not 
carry back the acquired losses to its own 
income years. See, also, footnotes 23 and 35. 

* Say, in a Sec. 368(a)(1)(C) reorgani- 
zation. 
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during its liquidating-activities period 
in 1961, X’s losses may be carried 
back to X’s income, but they may not 
be carried back or over to Y. 


Limitations on Acquired Loss 
Carry-Overs 


Section 381(c)(1) provides that an 
acquiring corporation shall succeed 
to, and take into account, the net- 
operating-loss carry-overs (as defined 
in Section 172) of the distributor or 
transferor corporation, subject to the 
conditions and limitations outlined in 


Section 381(c)(1)(A), (B) and (C). 


Section 381(c)(1)(A) provides that 
the carry-over available ** to the dis- 
tributor or transferor corporation as 
of the date of transfer or distribution 
(after the application of its own carry- 
backs and carry-overs) shall be first 
carried to the first taxable year of the 
acquiring corporation ending after 
such date.*®* Section 381(c)(1)(B) 
limits the distributor’s or transferor’s 
loss carry-overs available to the ac- 
quiring corporation (for its first tax- 


“Tt is necessary, therefore, to compute 
the net-operating-loss carry-over of each 
distributor or transferor corporation and 
the mnet-operating-loss.. carry-overs and 
carry-backs of the acquiring corporation 
on the date of distribution or transfer, 
under the general rules outlined in Sec. 
172. Each corporation’s carry-overs and 
carry-backs are to be computed without 
regard to one another, See Reg. Sec. 1.381 
(c)(1)-1(a) (2). 

*Since the distributor’s or transferor’s 
tax. year must end on the date of distribu- 
tion or transfer, such tax year and the first 
year of the acquiring corporation ending 
after such date are considered two tax years 
for the purpose of determining the five-year 
carry-over of the distributor's or transferor’s 
losses only. Thus, unless the distributor or 
transferor and the acquiring corporation have 
coinciding tax years and the date of distribu- 
tion or transfer is on the last day of a tax 
year, the carry-forward period of the dis- 
tributor’s or transferor’s loss may be reduced 
by nearly 12 months. To avoid this problem, 
consideration should be given to frame the 
transaction so that the loss company is 
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able year ending after the date of 
distribution only) to the acquiring cor- 
poration’s postacquisition part-year 
taxable income.* 

It should be noted that the limita- 
tion of Section 381(c)(1)(B) applies 
only for the purpose of determining 
the acquiring corporation’s net-oper- 
ating-loss deduction for its first tax- 
able year ending after the date of 
distribution or transfer. Jt does not 
affect the availability, of the distributor's 
or transferor’s carry-overs to any sub- 
sequent taxable year of the acquiring 
corporation.** However, the limitation 
applies to the aggregate of the carry- 
overs from the distributor or trans- 
feror corporation, regardless of when 
such losses were sustained or the 
number of corporations acquired on 
the same date of distribution or 
transfer.** 


Computation of Net-Operating-Loss 
Deduction of Acquiring Corporation 


General rule.—In computing the 
net-operating-loss deduction of the ac- 





the acquiring corporation, since the year of 
acquisition is treated as only one tax year 
in computing the acquiring corporation’s 
carry-backs and carry-forwards. See foot- 
notes 23 and 32: See, also, Reg. Sec. 1.381 
(c)(1)-1(e) (3). 

* The taxable income for such first year 
is allocated in the same ratio as the number 
of days following the date of distribution 
or transfer bears to the total number of 
days im such first year. For this purpose, 
the acquiring corporation’s taxable income ts 
computed without regard to any net-operating- 
loss deduction, but it includes all the tax 
attributes of Sec. 381(c) to which the acquir- 
ing corporation succeeds on the date of trans- 
fer or distribution. See Reg. Sec. 1.381(c) 
(1)-1(d) (1), and footinote 3. 

*See Reg. 1.381(c) (1)-1(d) (2). 
However, see footnote 35, concerning the 
possible reduction of the carry-over period 
for acquired losses. 

* See Reg. Sec. 1.381(c)(1)-1(d)(3). See 
pp. 138-140 for rules concerning the acqui- 
sition of two or more corporations on differ- 
ent dates of distribution or transfer. 
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quiring corporation for its first taxable 
year ending after the date of distri- 
bution or transfer, the sequence for 
applying the carry-overs and carry- 
backs is to begin with the loss of the 
earliest tax year, whether or not it is a 
loss of the distributor, the transferor or 
the acquiring corporation.*® However, 
Section 381(c)(1)(C) provides that a 
carry-over from a loss year of a dis- 
tributor or transferor corporation, 
which ends on or before the last. day 
of a loss year of the acquiring cor- 
poration, shall be deemed to be a 
prior loss year.*° If two or more cor- 
porations are acquired on the same 
date, the earlier terminating loss year 
of the distributor or transferor cor- 
poration shall be first applied. If both 
loss years of both distributor or trans- 
feror corporations terminate on. the 
same date, either loss may be applied.** 


When date of distribution or trans- 
fer is not on last day of acquiring cor- 
poration’s taxable year.—If the date 
of distribution or transfer is on a day 
other than the last day of the taxable 
year of the acquiring corporation, the 
taxable income * of the acquiring cor- 
poration for such year is to be allo- 
cated to two part-years—preacquisition 


part-year and _ postacquisition part- 
year **—only for the limited purpose 
of determining the application of the 
acquired loss carry-overs and the ac- 
quiring corporation’s carry-overs and 
carry-backs (that is, the net-operating- 
loss deduction of the acquiring cor- 
poration).** 


The statutory pattern requires the 
net-operating-loss deduction for the 
preacquisition part-year to exclude 
any loss carry-overs of the distributor 
or transferor corporation—that is, only 
the carry-overs and carry-backs of 
the acquiring corporation shall be 
taken into account. The net-operat- 
ing-loss deduction for the postacqui- 
sition part-year shall consist of the 
carry-overs of the distributor or trans- 
feror corporation as well as the carry- 
overs and carry-backs of the acquiring 
corporation.*® The sequence in the 
application of the carry-backs and 
carry-overs is the same as described 
under the heading “general rule.” 


Two or more dates of distribution 
or transfer within one taxable year 
of acquiring corporation.—Where an 
acquiring corporation succeeds to the 
loss carry-overs of two or more dis- 





* See Reg. Sec, 1.381(c)(1)-1(e)(1). 
“To some extent, this mitigates the re- 
quirement that the distributor or transferor 
corporaton close its tax year on the date 
of distribution or transfer and thus shorten 
its five-year carry-over period by as much 


as 12 months. See footnote 35. 

“See Reg. Sec. 1.381(c)(1)-1(e)(2). 

“Computed with the modifications out- 
lined in 172(b)(2)(A), but without 
any net-operating-loss deduction. See Sec. 
381(c)(1)(C)(iv) and Reg. Sec. 1.381(c) 
(1)-1(f)(5). Though the regulations do not 
so indicate, there appears to be no reason 
why the taxable income of the acquiring 
corporation should not, for this purpose, 
be computed in the same manner (subject 
to the Sec. 172(b)(2)(A) adjustment men- 
tioned above) as that described in comput- 
ing the Sec. 381(c)(1)(B) limitation. See 
footnote 36. 

“The allocation is 
portion to the 
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part-year. See Sec. 381(c)(1)(C)(iv). and 
Reg. Sec. 1.381(c)(1)-1(£) (5). 

The preacquisition part-year begins on 
the first day of the acquiring. corporation’s 
taxable year and ends with the close of the 
date of distribution or transfer. The post- 
acquisition part-year begins on the day fol- 
lowing the date of distribution or transfer 
and.ends on the last day of the taxable 
year of the acquiring corporation. See Sec. 
381(c)(1)(C) (ii), (iii) and Reg. Sec. 1.381 
(c)(1)-1(f)(3), (4). 

In.no event may the preacquisition or 
postacquisition part-year taxable income be 
less than zero. See Reg. Sec. 1.381(c)(1)-1 
(f) (7). 

“See Sec. 381(c)(1)(C)(iv), (v) and 
(vi). The taxable. year of the acquiring 
corporation is not terminated. Compare to 
effect on taxable year of distributor. or 
transferor corporation—see footnote 35. 

* See Sec. 381(c)(1)(C)(v), (vi) and Reg. 
Sec. 1.381(c)(1)-1(f) (2), (6). 
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tributor or transferor corporations on 
two or more dates of distribution or 
transfer within. one taxable year of 
the acquiring corporation, the fol- 
lowing rules shall apply: 

(1). The acquiring corporation’s 
taxable income shall be allocated to 
its preacquisition and postacquisition 
part-years in the same manner de- 
scribed under the prior heading. The 
postacquisition part-year taxable in- 
come is to be further divided into as 
many partial postacquisition part- 
years taxable income as there are 
dates of distribution or transfer. The 
first partial postacquisition year be- 
gins on the date following the first 
day of distribution or transfer and 
ends with the close of the second date 
of distribution or transfer. The suc- 
ceeding partial postacquisition year 


begins on the day following the close , 
of the preceding partial postacquisi- 


tion year and ends with the close of 
the succeeding date of transfer or dis- 
tribution, or, if none, then with the 
close of the taxable year of the acquiring 
cor poration.*® 

(2) The limitation of Section 381 
(c)(1)(B) is to be computed as fol- 
lows: ** 

(a) If the loss carry-over acquired 
on any date of distribution or transfer 
equals or exceeds the. partial post- 
acquisition part-year taxable income 
computed at such date, such loss carry- 
over shall be limited to such partial 
postacquisition part-year taxable in- 
come. 

(b) If the loss carry-over acquired 
on any date of distribution or transfer 
is less than the partial postacquisition 
part-year taxable income computed at 
such date, such loss carry-over may 
be used in full. 





(c) If the loss carry-over acquired 
on any date of distribution or transfer 
exceeds the partial postacquisition 
part-year taxable income computed at 
such date, but does not equal or 
exceed such partial postacquisition part- 
year taxable income and the succeed- 
ing partial postacquisition part-year 
taxable income (if any), the loss carry- 
overs acquired on both dates of trans- 
fer or distribution shall be reduced to 
the sum of both corresponding partial 
postacquisition part-years taxable in- 
come.** 

The example on page 140 will illus- 
trate the application of the Section 
381(c)(1)(B) limitation (assuming 
the acquiring corporation has taxable 
income ** for 1960 of $36,500). 

(3) The IRC 381(c)(1)(C) compu- 
tation necessary to compute the net- 
operating-loss deduction of the acquiring 
corporation for its first taxable year 
ended after the first date of distribu- 
tion or similar to the 
rules stated under the heading “gen- 
Thus, it is necessary to 


transfer is 


eral rule.” 
allocate (on a daily basis) the taxable 
income of the acquiring corporation *° 
to the preacquisition part-year and the 
postacquisition part-year (for this pur- 
pose, the first day of distribution or 
transfer is deemed to be the only date 
of distribution or transfer),°’ further 
dividing the postacquisition part-year 
into partial postacquisition part-years 
as outlined in (1) above. 


For each partial postacquisition 
part-year, only the loss carry-overs of 
the distributor or transferor corpora- 
tion which become available to the 
acquiring corporation as of the close 
of those dates of distribution or trans- 





“See Reg. Sec. 1.381(c)(1)-2(b) (2). 

“See footnote 36 and corresponding text. 

“ Evidently designed to prevent the artificial 
timing of two acquisitions, one of which 
involves losses substantially greater than 
the other. 


ineffectual Tax Attribute 


fer which fall before the beginning of 
“Assuming there are no modifications 
required. See footnote 36. 
* See footnote 43. 
* See Reg. Sec. 1.381(c)(1)-2(c) (2). 





Distributor 
or Available 
Transferor Acquired 
Corporation Carry-overs 


Date. of 
Distribution 
or Transfer 


A $ 1,000 January 1, 1960 


4,000 January 31, 1960 
1,000. March 3, 1960 
10,000 April 2, 1960 
_20,000 


$36,000 


Taxable Income 


$ 3,000 


December 1, 1960 3,000 (a 


Postacquisition 


Part-Year 
Reduction 


“od X $36,500) $ 2,000 


365 
( 31 
365 


a 


243 
365 


3,100 x $36,500) 


1,100 


3,000 x $36, 500) 


24,300 ( 


x $36,500) 14,300 
x $36, 00) _—o— 


$36,400 


364 
(S65 % $36,500), $17,400 


17,400 


19,000 Maximum acquired loss carry-overs to be applied in 1960. 


$17,000 


that specific partial postacquisition 
part-year, and the loss carry-overs 
and carry-backs of the acquiring cor- 
poration, shall be taken into account. 
The sequence to be followed is similar 
to that outlined under the heading 
“general rule’—the carry-overs to 
any specific partial. postacquisition 
part-year, whether from a distributor 
or transferor or acquiring corporation, 
shall be taken into account in the or- 
der of the years in which the net 
operating loss arose.** 


Illustrations 


The examples which are given on 
the following two pages will illustrate 
the mechanics of. integrating acquired 


* See Reg. Sec. 1.381(c)(1)-2(c) (3). 

For example: the election to expense 
intangible, drilling and development costs; 
the election to deduct, and the carry-over 
of, soil and water conservation expendi- 
tures; the election to capitalize circulation 
expenditures and résearch expenditures; the 
right to continue amortizing an emergency 
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Acquired loss carry-overs available for subsequent years. 


loss carry-overs with the income and 
losses of the acquiring corporation. 


Conclusion 


In its attempt to correct inequities 
resulting from a series of conflicting 
judicial opinions, Congress enacted 
legislation which is limited in scope 
and ineffectual in purpose. 


The types of tax attributes are 
limited to 21 enumerated items, gen- 
erally the product of a litigated issue. 
It is suggested that a catchall provi- 
sion be added to Section 38l(c) to 
provide for the inclusion of all non- 
enumerated tax attributes,®* subject 
to administrative control of the detailed 
rules required for their integration. 


facility; foreign-tax-credits elections; war- 
loss-recovery elections; borrower status for 
Sec. 312(j) windfall distributions; treating 
the acquiring corporation as a related tax- 
payer for purposes of Secs. 1311-1315 (miti- 
gation of the statute of limitations to correct 
prior years’ errors). 
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It is further submitted that the 
present statutory pqttern emphasizes 
taxpayer identity and the form of the 
exchange,™* despite the avowed legis- 
lative intent.®> If the policy is to 


the tax-free exchange is one of com- 
bination or separation.*® This may 
be accomplished by allocating the at- 
tributes on the basis of asset transfer, 
or by attaching a particular attribute 


stress economic realities, it is at least to an identifiable asset.” Detailed 
arguable that the tax attributes should rules affecting the resulting corporate 
follow the operational assets generat- entities should be provided to prevent 
ing such attributes, whether or not abuses in this area.*® [The End] 


1960-1961 FINANCES OF CANADIAN PROVINCES 


The January, 1961 issue of the Tax Memo, a publication 
of the Canadian Tax Foundation, contains an analysis of the 
provincial revenue structures released by the Dominion Bureau 
of Statistics. 


The analysis shows that the provinces expect to take in 
a total of $2,550 million and to spend $2,756 million. The 
excess of expenditure over revenue will approximate $206 mil- 
lion—about 8 per cent of revenue. Compared with preliminary 
figures for the previous year, revenues will be up by $106 
million (4 per cent), expenditures by $170 million (7 per cent) 
and the excess of expenditures over revenue will be up by 
nearly $64 million. 


The only provinces forecasting a surplus in their budgets 
were Prince Edward Island and Quebec which anticipated 
$.6 million and $3.5 million, respectively. However, since its 
original budget was adopted, Quebec has had a change of 
government and the new provincial treasurer has brought in 
supplementary estimates totalling $144 million which are not 
included in this analysis. 


Taxes are expected to bring in nearly half of provincial 
revenues, yielding an estimated $1,236 million in the current 
year. About 21 per cent of revenue ($536 million) will come 
from the federal government in the form of tax-sharing pay- 
ments and subsidies. Another 21 per cent ($531 million) is 
estimated to come from privileges, licenses and permits. 


Over the past five years. revenues of provincial govern- 
ments have increased by $939 million, or about 58 per cent. 
Expenditures have jumped by $1,183 million, a 75 per cent 
increase. 


* See footnote 23. 
*See footnote 2. 
“An example of 





“See proposed H. R. 4459, 86th Cong., 
Ist Sess. (February 12, 1959)—Corporate 
Distributions and Adjustments Bill of 1959 
and Revised Report of the Advisory Group 
Subchapter C (December 9, 1958), 
pp. 84-89. 


can be 


concept 
found in Sec. 312(i), providing for an allo- 
cation of earnings and profits in divisive on 


this 


reorganizations pursuant to Sec. 355. 

* For example, emergency facilities under 
Sec. 168 and LIFO inventory under Sec. 
472. 


ineffectual Tax Attribute 





The Use of Juries in Federal 


Civil Income Tax Cases 
By ROBERT H. WALSTON 


The Flora decision has focused interest on tax litigation in the federal 
district courts. One of the principal reasons taxpayers seek access to the 
district court is that if successful in gaining it , they find 

themselves in the only forum that offers the use of a jury to hear 

their case. This paper reviews the results of all jury trials reported 

over a five-year period, compiles and comments on law review 

articles dealing with jury trials, and reviews the statutory bases 

for the use of juries in tax litigation. The author is associated with the 
law firm of White, Bradley, Arant, All & Rose in Birmingham, Alabama. 


‘#9 T IS THE WILL OF CONGRESS which controls, and the expres- 
sion of its will . . . is to be interpreted so as to give a uniform 
application to a nation-wide scheme of taxation.” ? 


Cases 


Harold E. Ryman and John D. Thompson formed a partnership 
to operate a real estate agency in 1925. In 1935 they learned of a plot 
of undeveloped land that had been subdivided and made subject to 
some rather minor improvements. They joined with a third person 
to form a corporation to purchase this land. The two partners held 
nine shares each, the third party held 12. The land that was purchased 
contained 1,062 lots, of which 252 had clouded titles. The partnership 
became the exclusive agent for the sale of the lots. No advertising 
was done; no further improvements were made. The books of the 
corporation were kept at the office of the partnership. In 1941, after 
sales of the lots had averaged about.50 per year, the third person died. 
Ryman and Thompson purchased his shares and liquidated the cor- 
poration, distributing the remaining 746 lots. After liquidation, they 
made no further improvements; they did no advertising; they kept 
the records of the now individually owned lots in the offices of the 
partnership. Over the next 3% years, they sold 83 lots in 38 trans- 
actions for a gross price of $15,000: The Commissioner asserted for 








* Justice Stone in Burnet v. Harmel, 3 ustc § 990, 287 U. S. 103 (1932), ad- 
dressing himself to the argument that a different result was required due to 
the law of Texas. 


February, 1961 © TAXES—The Tax Magazine 





the last of these years, 1944, in which 
they sold 30 lots for $7,000 in 15 trans- 
actions, that the property was held 
for sale to customers in the ordinary 
course of business. The taxpayer said: 
No, they were held as an investment. 

When the issue reached the Tax 
Court, the judge had before him the 
‘record of 1941 through 1951, which 
revealed a total of 171 sales involving 
555 lots at a gross price of $227,000.” 
He concluded that since the methods 
of sale were no different after liquida- 
tion than before, and since there was 
such a large number of sales involved, 
the profit should be taxed at ordinary 
rather than long-term capital gains 
rates.® 


The next year the Commissioner, 
relying on this favorable verdict, as- 
serted a deficiency as to all years 
subsequent to 1944, the year that was 
involved in the Tax Court litigation. 
Mr. Ryman had learned his lesson. 
He paid the deficiency, went into a 


district court and demanded a jury in 
his suit for refund. Over this eight- 
year period at issue, there were 133 
sales involving 472 lots and receipts 
of $212,000. All other facts were 
identical to those in the Tax Court. 
The court informed the jury that it 
should consider that in prior litiga- 
tion the lots had been found to be 
held for sale to customers. The jury 
found for the taxpayer that the lots 
were held for investment.® Is there 
any doubt as to the course Mr. Ryman 
will pursue if the Commissioner is 
so timorous as to assert a deficiency 
on the sale of the remaining 200 lots? 


Mr. Ryman’s experiences with judge 
and jury in a tax case were by no 
means unique. Other taxpayers have 
learned that juries may be more re- 
sponsive to their pleas than will judges,*® 
though some have found that the door 
swings both ways and that at times 
a judge may be more sympathetic 
than a group of 12 good men and 
true.’ Taxpayers in either category 





* Perhaps the judge was wrong in even 
considering the activity subsequent to 1944, 
as it undoubtedly colored: his opinion. 

* Harold E. Ryman, CCH Dec. 19,909(M), 
12 TCM 1093. 

*These facts are 
Court report. 


taken from the Tax 


*Ryman v. Tomlinson, 56-2 { 9741 
(DC Fla.). 

* Follow the fate of University Chevrolet 
Company, Inc., at CCH Dec. 18,389, 16 TC 
1452 (1951), and then with a jury in Univer- 
sity. Chevrolet Company v, Fahs, 55-1. ustec 
7 9430 (DC Fla.), as it defended the salary 
it paid to its sole shareholder. Koma, Inc., 
had rough sledding in the Tax Court (CCH 
Dec. 17,415(M), 8 TCM 1064, aff'd, 51-1 
ustc § 9295, 189 F.'2d 390 (CA-10)), but 
then with a quite favorable charge from the 
judge, coasted to a favorable decision in its 
accumulated earnings tax litigation. Koma, 
Inc. v. Jones, 53-2 ustc § 9463 (DC Okla.), 
aff'd, sub nom, Jones v. Koma, Inc., 55-1. ustc 
J 9132, 218 F. 2d 530 (CA-10). 

C. E. King, seeking capitat gains treat- 
ment for the profits on the sales of real 
estate, also had more reason to be pleased 
with his jury decision than his fate at the 
hands of a Tax Court judge. CCH Dec. 


USTC 


Use of Juries 


Jackson v 


17,521(M), 9 TCM 136 (1950), aff'd, 51-1 
ustc { 9304, 189 F. 2d 122 (CA-5) as a fac- 
tual finding supported by the evidence, cert. 
den., 342 U. S. 289 (1951). King v. Jackson, 
54-2 ustc J 9559 (DC Tex.), rev'd, sub nom, 
King, 55-1 ustc J 9525, 223 F. 2d 
714 (CA-5) due to insufficiency of judge’s 
charge to jury. Decision by judge without 
jury on remand at 56-2 ustc $9881 (DC 
Tex.). 

The famous Astor estate case revealed a 
jury straining to find for the taxpayer but 
finally bowing to the judge’s charge on the 
contemplation-of-death issue. Farmers Loan 
& Trust Company v. Bowers, 4 ustc 1215, 
68 F. 2d 916 (CA-2, 1934). The charge to 
the jury on remand is not reported. The 
affirmance of the jury’s verdict for the gov- 
ernment is at 38-2 ustc § 9471, 98 F. 2d 794 
(CA-2), cert. den., 306 U. S. 648 (1939). 

*Mr. J. B. Banek found this to be true 
in the constructive-receipt-of-income area. 
Banek v. Kasper, 54-1 ustc §9205 (DC 
S. Dak., 1953), rev’d, sub nom, Kasper vw. 
Banek, 54-2 ustc $9473, 214 F. 2d 125 
(CA-8), on remand, Banek v. Kasper, 56-1 
ustc §9175 (DC S. Dak., 1954). Oscar 
Penn had a similar experience. The original 

(Continued on following page) 
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cannot help but wonder at a system 
of tax administration that would pro- 
duce these diverse results. But even 


more indicative of weakness and even 
more underlining the absence of basic 
justice are the cases wherein two 
separate taxpayers receive different 
treatment depending upon whether 
they select a judge or a jury, even 
though they are similarly situated.® 


These cases involve questions that 
are fairly frequently presented to the 
courts under the Internal Revenue 
Code. They involve both individual 
tax problems and corporate ones. 
There were some in which, to my way 
of thinking, the judge’s view was the 
correct one, and some where the jury 
seemed to have the better part of 
reason on its side. And in the middle 
were some where a reasonable man 
might accept either side, as the circuit 
court noted in the C. E. King case. 


But all of the cases do emphasize 
a very important point. We have a 
system for enforcement of the tax 
laws whereby one party may achieve 
different results depending on whom 
he chooses to find the facts for him, 
and where two different people vir- 
tually identically situated are treated 
differently depending on the same 
type choice. The practicing attorney 
or judge can point out that this is 
not unusual and is, in fact, repeated 
fairly frequently in other areas of the 
They conclude that uni- 


law as well. 





(Footnote 7 continued) 
decision is unreported, but it was reversed 
and remanded. Glenn v. Penn, 58-1 vustc 
79171, 250 .F. 2d 507 (CA-6), jury verdict 
at 58-2 ustc § 9671 (DC Ky.), aff'd, 59-1 
ustc § 9419, 265 F. 2d 911 (CA-6). 

* Compare Daugette v. Patterson, 57-1 ustc 
7 9299 (DC Ala., 1956) with Boyett v. U. S. 
56-2 ustc § 9984 (DC Ga.) (is taxpayer 
estopped from suing after entering non- 
statutory compromise agreemerit); and 
Owens v. U. S., 98 F. Supp. 621 (DC Ark., 
1954) with Gladden v. Self, 55-1 ustc § 9227 
(DC Ark., 1954) (partners treated differ- 
ently in civil fraud case). 
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formity in result in administration of 
our tax laws is a utopian aim. The 
difficulty in obtaining it, however, is 
no argument against the attempt.® At 
present, taxpayers have three differ- 
ent forums in which to plead their 
causes. The use of juries in the 
district court in effect adds a fourth 
forum. Yet is it sensible, or even 
practical, to force the government to 
defend its revenue before a multitude 
of tribunals, or to give the taxpayer 
the option to pick and choose between 
Tax Court judges, district court judges, 
Court of Claims judges and the man 
of the street? It is freely admitted 
that the diversity of result indicated 
by the cases thus far cited is possible 
in. a system that contains no juries, 
since judges reach diverse conclusions 
among themselves. The point to be 
stressed is that juries interject still 
another possibility of diversity and 
that this possibility is undesirable. 
When the objections to juries, which 
are emphasized by the cases cited 
above and the statistics given below, 
are brought to the fore of the argu- 
ment, it would seem that the taxpayer’s 
case is a weak one when he pleads for 
the right to jury trial in tax cases. 


Statistics 

Another approach may help to 
point out the weaknesses in the sys- 
tem. An examination of all of the 
reported jury verdicts over the past 
five years ought to give a rather ac- 





* See Eisenstein, “Some Inconoclastic Re- 
flections on Tax Administration,” 58 Harvard 
Law Review 477 (1945). Addressing himself 
to a different problem, he wrote these words 
that are nonetheless pertinent here: 

“However, although uncertainty to a de- 
gree is unavoidable, it scarcely follows that 
the greater the uncertainty, the better the 
tax system. Tax principles are created for 
intelligent application in the concrete world 
of affairs; and a type of administration which 
leaves a principle hanging in mid-air with 
the courts pulling it down at odd moments, 
is a sorry contribution to such application.” 
(P. 503.) 
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curate reflection of the jury’s reaction 
to the questions raised by the Internal 
Revenue Code.’° 


To lay the foundation for this study, 
these preliminary figures should be 
borne in mind. In this five-year period, 
there were 117 jury verdicts reported.™ 
The distribution was seven cases in 
the last half of 1954, 23 in 1955, 31 
in 1956, 24 in 1957, 30 in 1958 and 
two in 1959.17 During this period, 
there were no jury trials in 16 of the 
48 states and only one each in 14 of 
the remaining 32 states. Thus, 18 
of our states had 103, or 88 per cent, 
of all the jury trials held in tax cases. 
Seventy-four of these 103 were in 
eight Southern states: Alabama (10), 
Arkansas (4), Florida (19), Georgia 
(14), Kentucky (6), Tennessee (4), 
Texas. (15) and Virginia (2). Of the 
29 remaining, eight were in New York 
and six in Pennsylvania. In these 
117 cases, some cases involved more 
than one issue of substantive law,™ 
and there was a total of 131 issues 
decided. Of these, 83 were decided 
for the taxpayer and 48 for the 
government. 


* All of these figures in the following para- 
graphs are based on the reported jury ver- 
dicts in Commerce Clearing House UNITED 
States Tax Cases, from volumes 54-2 through 


59-1. It is realized that not every jury case 
is reported in these volumes, but they are 
believed to provide the most complete com- 
pilation. available. 

“Juries were also used in criminal tax 
cases, which are outside the scope of this 
paper, as are those cases involving federal 
excise, estate or gift taxes in which juries 
were used. Nor are cases included where 
a jury sat but the judge gave a directed 
verdict for one party or the other and did 
not allow the jury to pass on the question, 
since such cases throw no light on how the 
jury has reacted. 

“The figures represent the actual year 
the case was decided, not the year the case 
was reported. However, since there is a 
delay in reporting, the 1954 figure includes 
three cases before the mid-point in. 1954, and 
the 1959 figure includes only those 1959 
cases reported in 59-1 usTc. 


Use of Juries 


In the 14 states that had only one 
jury trial, the decision was for the 
United States on six issues and for 
the taxpayer on eight. In the Southern 
states, 56 issues were decided favor- 
ably to the taxpayer and 21 to the 
United States. When we exclude the 
results in the Southern states, there 
were 27 decisions for the United States 
and 27 for the taxpayer.** 

But it seems naive to merely count 
cases pro and con, since there are 
some cases where it can fairly be said 
that a decision one way or the other 
was dictated by the facts to the extent 
that those facts are revealed by the 
charge.*® 


Therefore, an attempt has been 
made to characterize the decisions on 
these 131 issues as clearly right, clearly 
wrong or so close that it may be said 
that a decision either way may be 
justified. Since the claim procedure 
employed by the Revenue Service is 
conducive to settlement of claims 
where one party or the other is obvi- 
ously right, it may be expected that 
the greatest category will be the 





* For instance, one case might involve both 
the year of worthlessness of a bad debt and 
the reasonableness of the taxpayer's travel 
expenses. 

* The validity of these statistics is thrown 
into question when we ask: “When has the 
government lost a case?” The answer from 
its attorneys with whom I talked was that 
you have only “lost” a case when the verdict 
is more than you would have settled the 
case for. Thus, if the taxpayer wins $3,000 
but the government would have settled for 
$4,000, it is a victory as far as the govern- 
ment attorney is concerned, yet, since there 
is no way to discover the settlement offer, 
it is a loss as far as this paper is concerned. 

* Since federal judges may, but are not 
required to, comment on the evidence, many 
of the charges were rather sketchy in their 
review of the evidence or their comments 
on the contentions of the parties. Hence, 
some of the value judgments are based on 
less factual data than might be otherwise 
desired. But the desirability of making this 
qualitative evaluation, as well as a quantita- 
tive one, seems to override this objection. 


147 





“close” one. Even in this category, 
however, since a decision either way 
would be justified, if we find an un- 
usual preponderance of the close 
cases going for one party, we will 
have a basis for objection. 

Perhaps the classifications will be 
more meaningful if they are illustrated 
by actual cases. In Cohn v. McGowan," 
the husband claimed that he had 
formed a partnership with his wife 
and that the income should be split 
between them. Yet the wife received 
a salary, there was no capital account 
set up for her on the partnership 
books, her salary was deducted as an 
expense item on the partnership re- 
turn as originally filed, and the hus- 
band paid the tax on the full amount 
on his return as originally filed. It 
seems on these facts that the jury’s 
decision that there was no valid part- 
nership was one that can be classed 
as clearly right, and that any other 
decision would be plainly wrong. 

An example of a close case is Mary- 
land State Fair and Agriculture Society 
v. Chamberlin." The issue was whether 
the income from horseracing was 
unrelated to the taxpayer’s tax-exempt 
activities. Some of the races were 
not held concurrently with the tax- 
payer's annual state fair at which live- 
stock was shown and which was the 
taxpayer's principal activity, but all of 
the money received was spent to pro- 
mote the fair. It seems that the jury’s 
verdict for the taxpayer was as justi- 
fied as would have been one for the 
government. 


With this background, the analysis 
indicates that of the 131 decisions 
there were 105 which could be classi- 
fied as right, wrong or close, and 26 
which could not be classified due to 
insufficient knowledge of the facts. 

%* 54-2 ustc J 9644 (DC N. Y.). 

55-1 ustc § 9399 (DC Md.). 


* Traynor, “Administrative and Judicial 
Procedure for Federal Income, Estate and 
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One of our most important duties this 
session will be to act and act quickly to 
avert further economic stagnation. 

| know that a broad attack will be made 
on this problem to reverse current 
trends of high unemployment, slow 
growth, and bad business conditions. 
One of the main weapons to deal with 
the problem quickly is to place 
additional spendable income into the 
hands of the consumer. Now is the time 
to bring our tax structure for individuals 
and families into proper perspective.— 
Senator Vance Hartke, 87th Congress, 
Ist Session. 


The cases break down as follows: 
Right Wrong Clouse 
Taxpayer 4 25 36 
VU. S. 21 1 18 
In the South 
Right Wrong Close 
Taxpayer 3 18 26 
VU. S. 6 0 8 
In the 14 One-Trial States 
Right Wrong 
Taxpayer 0 3 
Um 2 0 
U. S. as Whole Without South 
Right Wrong Close 
Taxpayer l 7 10 
s- 15 l 10 


Close 


In the 26 instances when no judg- 
ment could be made due to insufficient 
facts, 14 were for the taxpayer and 
12 were for the United States. Figures 
for the South here were in line with 
the national statistics. 


What do all these figures mean? 
In the first place, they mean that 
there has been a tremendous increase 
in the number of jury trials within 
the past 20 years. Roger John Tray- 
nor reported in 1938 that there had 
been only four jury trials in 1936 and 
only two in 1937, with both of the 
latter being requested by the govern- 
ment.’* This is due perhaps largely 
to the activities of tax institutes in 


Gift Taxes—A Criticism and a Proposal,” 
38 Columbia Law Review 1393, 1426 (1938). 
He does not give the source of his information. 
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publicizing the favorable results reached 
by juries in certain classes of cases 
and the snowballing effect on a lawyer 
who once wins before a jury and is 
willing to keep on with this success- 
ful approach.” But if juries are sub- 
ject to the evils that have been and 
will be pointed out in this paper, then 
it is likely that an increase in their 
use will have at least some desirable 
results. When jury trials were few 
in number, no one paid them any 
heed ; and if the results were anomal- 
ous, the small number of anomalous 
results could be glossed over as not 
worthy of attention. But when these 
results are compounded in 120 cases, 
their undesirable impact is great, and 
calls to the attention of those hither- 
to unmindful of their failings the need 
for change. 

The next thing we may note is that 
the use of juries is by and large con- 
fined to one area of the country, the 
South. Excluding those states that 
had only one or no juries in the five- 
year period, the eight Southern states 
accounted for 71.9 per cent of all jury 
trials held.*° The simplest explana- 


tion for this is found by examining 
the results of the jury trials in the 
South, wherein the taxpayer won 47 
while losing 14, and recalling what 
has been said about the snowballing 


effect of the first successful case be- 
fore a jury.” 


Further, it is not surprising that 
Southern lawyers realized that the 
jury might be a successful vehicle in 
proceeding against the government. 
There was already a considerable his- 
tory of demonstrable sympathy between 
the jury and the government-oppressed 
individual in the South.** The juries 
seem to have merely carried this over 
into the field of taxation. 


On the other hand, not every South- 
ern state has responded to this stimulus. 
Lousiana,”* South Carolina and Mis- 
sissippi had no juries at all. Other 
states having no juries were widely 
scattered from Maine to Arizona, from 
Delaware to Idaho. Nor can it be 
said that every populous state has a 
fair number of juries merely because 
there many cases that arise 
there. Though California has so many 
tax cases that they are handled by 
local United States attorneys rather 
than representatives from the Depart- 
ment of Justice,** it had only four 
jury cases. Illinois had only one, and 
Missouri and New Jersey had none at 
all. On the other hand, two sparsely 
populated states, New Mexico and 
South Dakota, had three apiece. 


are so 


Perhaps the reason that juries are 
not used more frequently outside the 





* Though there is no facile way to determine 
the point, it is assumed that the taxpayer is 
the party asking for the jury in the vast 
majority of cases, though there are. indica- 
tions that this may not continue to be true 
in the future. 

* Another 13.6 per cent were in the two 
heavily populated states of New York and 
Pennsylvania. 

*In at least one Southern district, virtu- 
ally every complaint filed with the court in 
a tax case has affixed a demand for a jury. 
It then becomes the duty of the judge to 
weed out, during the pretrial conference, 
the cases that actually require jury attention. 

* See Morgan County v. Hill, 257 Ala. 658, 
60 S, 2d 838 (1952); Housing Authority of 
City of Decatur v. Decatur Land Company, 
258 Ala. 607, 64 S. 2d 594 (1953); Tennessee 
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Gas Transmission Company v. Nilson, 151 
Tex. 446, 251 S. W. 2d 503 (1952), for cases 
where state supreme courts affirmed jury 
verdicts in eminent domain cases that the 
condemning authority contended were far 
in excess of any reasonable amount justified 
by the evidence. But see Meyers v. City of 
Daytona Beach, 158 Fla. 859, 30 S. 2d 354 
(1947), for case where the court reversed 
eminent domain verdict which was lower 
than any figure mentioned in the testimony. 

* In spite of an address to its bar associa- 
tion pointing out the desirability of juries. 
Borman, “Handling a Tax Case,” 1 Lowisi- 
ana Bar Journal 84 (April, 1954). 

* Annual Report of the Attorney General 
of the United States for Fiscal Year 1955, 
p. 142. 
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South is that no pattern favorable to 
the taxpayer emerges on decisions 
when the results outside the South 
are reviewed. In the 14 one-trial states, 
the taxpayer won seven and lost five; 
and in the country as a whole outside 
the South he won 18 and lost 26. Such 
results are not likely to make tax- 
payers confident of victory in later 
tax cases. 


The most anomalous situation has 
developed in New York, which in the 
past five years had eight jury trials, 
not one of which was favorable to the 
plaintiff. It can only be supposed that 
the tax attorneys keep hoping that 
the law of averages will catch up 
with them, 


What can be said of the results of 
the qualitative appraisal we made of 
the verdicts? Setting aside for a mo- 
ment the results in the South (some 
of the reasons for which we have al- 
ready examined), we can see that the 
jury split ten to ten on those cases 


which were considered close, and this 
in the long run of cases is as it should 
be. That it was a close case was the 
reason the parties needed to go to 
litigation. By the analysis, however, 
it will be seen that in my view the 
government should have won 22 of 
the remaining 24 cases. It did in fact 
win 15 of them. Is this preponderance 
in the favor of the United States merely 
an indication of a definite point of 
view on my part in some tax areas? 
Perhaps so to some extent, since in 
my opinion very few family partn: 
ships including wife and children a 
tually exist for tax purposes. 


On the other hand, it is not quite 
likely that the majority of those cases 
which seem clear but which are car- 
ried into litigation anyway, are those 
where the taxpayer, having devised 
an avoidance mechanism, is determined 
to justify his plan and himself by suc- 
cessfully defending it against attack 
by the government? The taxpayer 
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has nothing to lose by such litigation, 
other than lawyer’s fees. On the gov- 
ernment’s part, it is much more will- 
ing to settle those cases where the 
possibilities of ultimate loss are great, 
since it has such a great volume of 
cases that it must prosecute before the 
courts where it is sure of victory over 
a contentious taxpayer. Hence, the 
greater number of verdicts which in 
my opinion should have been for the 
United States are explicable as_ the 
last-ditch stand of taxpayers and their 
counsel, in the face of clear or at least 
discernable law to the contrary. 


Even with this analysis, we see that 
the jury found that opposite of what 
I would class as the “better reasoned 
results” in one third of the cases, seven 
out of 22. And when the results on 
the Southern states are examined, the 
folly of continuing the use of juries in 
tax cases is heavily underscored. The 
jury found for the United States in 
only eight close cases, while holding 
for the taxpayer in 26. We have seen 
that approximately a 50-50 split would 
have been the expected result. And 
when we look at the clear cases, the 
juries—rather than being right in at 
least two thirds of the cases, as were 
their counterparts in the rest of the 
country—reached a proper result in 
only one third of the cases, nine out 
of 27. 


It may be thought that the rest of 
the country should not be penalized 
by abolition of juries in tax cases, 
merely because one section is so per- 
verse in its results. The short answer 
is that there seems to be no feasible 
way to withdraw the jury “right” in 
only one part of the country; and, 
furthermore, when the plethora of 
means for taxpayers’ attacks on the 
Commissioner's determinations are re- 
viewed, there seems little reason to 
believe that taxpayers anywhere will 
be seriously hampered in just attempts 
at recovery. The loss to the govern- 
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ment through perverse jury results far 
outweighs the demands of taxpayers 
who would still retain three avenues 
to recovery. 


A further analysis of the jury. re- 
sults is in terms of the issues that the 
jury. passed on. Here, arranged in 
descending numerical order, are the 
issues presented : 

Validity of family partnership 17 

Capital gain or ordinary income in 

sale of assets 

Fraud or negligence in filing returns 

Loan to corporation or capital con- 

tribution 

Gift from corporation or compensa- 

tion 
Year of worthlessness of a bad debt 
Computation of income—was there 

a deficiency? 

Was a debt incurred 

business? 

Reasonableness of corporate salaries 

Were business expenses ordinary 

and necessary? 

Valuation problems—land—stock 

Where is taxpayer’s residence? 


in trade or 


Reasonableness in failure to file esti- 
mated tax 
Was stock in another corporation an 
investment or expense item? 
Transferee liability. for corporate 
taxes 
Distribution in liquidation or divi- 
dend 
Items which the jury was asked to 
pass on only once included determin- 
ing the depreciable life of an asset; 
whether a plaintiff was a tax-exempt 
organization; whether improvements 
by a lessee were in lieu of rent; whether 
payments were made pursuant to a 
divorce; whether a corporation pur- 
chased stock in another corpora- 
tion intending to liquidate it for 
its assets; whether the plaintiff was 
a farmer who could use the cash 
basis; whether a dissolution or a re- 
organization was intended ; and whether 


* Cited in footnote 8. 

* For illustrations of this view, see Jngle 
v. McGowan, 51-1 ustce §.9346, 189 F. 2d 785 
(CA-2) (whether retention of powers by 
settlor of trust should cause income of trust 
to be taxed to him is question of law where 
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a corporation was formed to avoid 
surtaxes. 


This analysis calls attention to 
another weakness in the use of juries: 
In the main the issues put to juries 
are not really factual questions, but 
are questions going to the ultimate 
issue in the case, which is more often 
than not a “mixed question of fact 
and law” as it is often phrased. 
Recall the Boyett case,*> where the 
judge put to the jury the question 
whether a taxpayer was estopped to 
bring suit. It would seem that the 
only real fact question was whether 
the compromise agreement was in fact 
entered into. The significance of this 
fact involved a doctrine of law with 
which few laymen are familiar, estoppel. 


The truth is that there seem to be 
few actual fact determinations in a 
tax case. In perhaps the majority of 
cases, the government does not even 
introduce evidence on its own behalf 
but relies on the cross-examination 
of the few witneses the taxpayer in- 
troduces. After all, what evidence can 
the government produce in the family 
partnership case, where the question 
is typically phrased “Did the parties 
intend to enter such a partnership?” 


Indeed, the question may well be 
raised if this is the proper phrasing 
of the problem, or whether it repre- 
sents an avoidance by the judge of his 
proper judicial function. It is all too 
easy to phrase questions in terms of 
intent and fall back on accepted doc- 
trine that intent is a factual question 
for the jury, whereas a more incisive 
analysis would raise the question: 
“Do these undisputed facts reveal an 
event legally significant for tax pur- 
poses?” The answer to that question 
should always be for a judge.”® 


facts are undisputed, so summary judgment 
was proper); Wilson v, Eisner, 282 F. 38 
(CA-2, 1922) (whether taxpayer was en- 
gaged in business of raising horses, so that 
losses could be deducted, was question of 

(Continued on following page) 
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Thus if there were at issue the ques- 
tion of whether the father did give 
the mother $10,000 on June 1, this 
might be decided by a jury, though 
whether a partnership was established 
by the wife’s contribution of these 
funds to the husband should be for the 
judge to say. Yet in many areas, the 
question is shoved to the jury under 
the “intent” rubric. This is so where 
the question is whether a shareholder 
made a loan to his corporation or a 
capital contribution, whether stock in 
another business was an expense item 
or an investment, and whether pay- 
ment from a corporation was a gift or 
compensation to its employees. Simi- 
larly, whether the sale of property 
should be taxed at ordinary rather 
than capital gains rates is a decision 
of law, as long as the number of sales, 
methods of disposition, and so forth, 
are not in dispute.*’ 


The next point that this analysis 
emphasizes is that jurors do not have 


(Footnote 26 continued) 

law and held, reversible error to send case 
to jury, which had found for government); 
Pottstown Finance Company v. U. S., 47-2 
ustc § 9362, 73 F. Supp. 1011 (DC Pa.), 
where the distinction between fact and law 
questions is drawn very nicely. But com- 
pare, with the Wilson case, Dodd v.. U. S., 
56-2 ustc § 9673 (DC Ga.) (whether tax- 
payer was a farmer who could use cash 
basis ‘sent to jury for determination), 

* But see Jackson v. King, 55-1 vustc 
99525, 223 F. 2d 714 (CA-5), where the 
court indicated that this question was well 
suited for jury determination. 

* This view was not shared by the mem- 
bers of the Trial Section of the Tax Divi- 
sion of the Justice Department with whom 
I talked. They pointed out that in general, 
federal juries are composed of higher cali- 
ber persons than are found on state juries, 
and cited one recent example where a tax 
jury contained two accountants, a banker 
and the head of a large mercantile store. 
They also insisted that even the general 
public is becoming more _ tax-educated 
through articles in popular magazines. 

But compare another view of the com- 
petence of jurors: 

“The twelve jurors were all writing very 
busily on slates. ‘What are they doing?’ 
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the background information that is 
necessary to decide many of these 
issues. Whether a distribution from 
a corporation to its shareholders was 
a dividend or a distribution in liquida- 
tion, or whether a corporation pur- 
chased the stock of another with a 
view to liquidating it for the assets 
are questions whose resolution rests 
on a broad knowledge of business 
practice that the housewife or work- 
ingman does not possess. Neither the 
government nor the taxpayer should 
be put to the risk that the jury may 
happen upon the sensible result.** 


When we exclude the cases that 
come under these two objections, the 
principal area remaining is that where 
the court or the law bases its decision 
on the “reasonableness” of the action 
taken, as in compensation to execu- 
tives, or failure to file returns. It may 
well be argued that here a jury is as 
qualified as a judge to say what is 
reasonable.”® But it is obvious that 





Alice whispered to the Gryphon. “They 
can’t have anything to put down yet, before 
the trial’s begun.’ ‘They’re putting down 
their. names,’ the Gryphon whispered in 
reply, ‘for fear they should forget them 
before the end of the trial.’” Lewis Car- 
roll, Alice in Wonderland (1867), pp. 96-97. 

Alice also witnessed a prime example of 
jurors who failed to grasp the essential 
issue, though they assumed the. pose of 
possessors of great knowledge: 

“The Hatter looked at the March Hare 
who had followed him into the court, arm- 
in-arm with the Dormouse. ‘Fourteenth 
of March, I think it was,’ he said, 

“*Fifteenth,’ said the March Hare. 

“*Sixteenth,’ added the Dormouse. 

“Write that down,’ the King said to the 
jury, and the jury eagerly wrote down all 
three dates on their slates, and then added 
them up, and reduced the answer to _shill- 
ings and pence.” Work cited above, at 
pp. 98-99, 

* Though at least one firm has felt that 
juries cannot be trusted to uphold a large 
corporate salary in a closely held corpora- 
tion, even in a metropolitan area where a 
considerable amount. of wealth exists, so 
that the jury might not have been shocked 
at the size of the figures. 
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this is no justification for the per- 
petuation of the system as it now 
exists with the jury “right” in all 
fields. Further, since a local district 
judge is as familiar with local condi- 
tions as would be a local jury, the tax- 
payer is not put at a disadvantage by 
the removal of the jury even from 
this area. 


It might also be pointed out that 
this is the area, along with valuation 
problems, where a real factual clash is 
most likely, with the government being 
able here to introduce evidence of its 
own as to other salaries in the area or 
other valuation estimates, and that 
therefore this area is particularly suited 
for jury determination of these dis- 
puted facts. But apparently the con- 
flict of evidence merely opens the door 
to the jury to bring in a compromise 
verdict.” 


Statutory Bases for System 


What justifications can be offered 
to support a system which produces 
such anomalous results as these out- 
lined above? The principal one is 
that it is thoroughly grounded in the 
statutes, since 1954, if not before. 


*"E. g., Gorman Company, Inc. v.. Fahs, 
56-2 ustc §9740 (DC Fila); Badgett v. 
U. S., 57-2 uste § 9992 (DC Ky.). A former 
Assistant Attorney General feels that the 
possibility of compromise is not as undesir- 
able as it seems initially, since he feels that 
this type case should be settled anyway, 
and the settlement would also be a compro- 
mise. (Personal remarks of Brian H. Hol- 
land.) But if the parties have decided to 
go to litigation, are they not entitled to 
more than a “split the difference” result? 

*““No suit shall be maintained in any 
court for the recovery of an internal tax 
alleged to have been erroneously or illegally 
assessed or collected, or of any penalty 
claimed to have been collected without au- 
thority, or of any sum alleged to have been 
excessive Or in any manner wrongfully 
collected, until appeal shall have been duly 
made to the Commissioner of the Internal 
Revenue, according to the provisions of the 
law in that regard and the regulations of the 
Treasury established in pursuance thereof, 
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The statutory scheme presents the 
jury question by two separate routes, 
either as_a procedural requirement in 
the substantive Internal Revenue Code 
coming under Title 26, United States 
Code, or as a question of jurisdiction 
of federal district courts in general com- 
ing under Title 28, United States Code. 
The first of these alternatives has 
the longer history, but is much less 
definite in its grant of authority to 
use juries than might be expected. The 
provision in its original form is set 
out in the footnote.**. It was this 
statute which the Supreme Court 
stated gave rise to the implication of 
the right to trial before a jury when 
suing the collector for taxes wrong- 
fully collected.** It can be seen that 
any implication that existed from the 
statutory language is rather weak, 
since the thrust of the statute is to 
place a restraint on the right to sue 
at all, rather than to grant a right to 
sue, and the jury right is not men- 
tioned at all. Nevertheless, it is gen- 
erally assumed that this right exists 
on the basis of its common law history, 
even if such a statute did not exist.** 

The other alternative is much clearer 
in relation to the jury right. It stems 





and a decision of the Commissioner has 
been had therein: Provided. That if such 
decision is delayed more than six months 
from the date of such appeal, then the said 
suit may be brought, without first having 
a decision of the Commissioner at any time 
within the period limited in the next sec- 
tion.” (Rev. Stat. Sec. 3226 (1875).) 

This provision was carried forward into 
the 1939 Code at 26 USC 3772 without any 
substantial change. It now appears at 26 
USC 7432 without the six months’ proviso. 

"= Wickwire v. Reinecke, 1 ustc { 265, 275 
U. S. 101 (1927), discussed below at pp. 
159-160. 

* A Southern district judge explained the 
suit as having a common law origin, ap- 
parently without realizing that the Supreme 
Court had given it a statuary basis. But 
see Flora v. U. S., 0-1 uste J 9347, 362 U. S. 
145, where the majority opinion by War- 
ren, C. J., casts doubt on the proposition 
that the suit against the collector is to be 

(Continued on following page) 
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from 36 Stat. 1093 (1911).*%* After 
setting forth the type of suits which 
may be brought, the statute specifi- 
cally provided: “All suits brought and 
tried under the provisions of this para- 
graph shall be tried by the court with- 
out a jury.” * 


Thus the statute stood from 1911 
until 1954. But this does not mean 
that Congress was not in any way 
concerned with the issue in the inter- 
val. In 1938 Roger John Traynor 
proposed his revision of the tax ad- 
ministration process.*® Representa- 
tive Celler introduced a measure in 
Congress substantially incorporating 


the provisions of the Traynor plan, 


a by-product of which would have 


(Footnote 33 continued) 

equated with the common law action of 
assumpsit for money had and received, 
citing Curtis’. Administratrix v. Fiedler, 17 
L. Ed, 273 (1863). 

*““The district courts shall have original 
jurisdiction as follows: 

“. . Fifth: Of all cases arising under 
any law providing for internal revenue... . 

“Twentieth: Concurrent with the Court 
of Claims, of all claims not exceeding ten 
thousand dollars founded upon the Constitu- 
tion of the United States or any law of 
Congress, or upon any regulation of an 
Executive Department ... or for damages, 
liquidated or unliquidated, in cases not 
sounding in tort, in respect to which claims 
the party would be entitled to redress against 
the United States . . . if the United States 
were suable. . All suits brought and 
tried under the provisions of this paragraph 
shall be tried by the court without a jury.” 

This was amended by 42 Stat. 311 (1921), 
as part of the Revenue Act of 1921, Sec. 
1310(c): 

“Paragraph ‘Twentieth’ of Section 24 of 
the Judicial Code is amended by adding at 
the end thereof the following new paragraph: 
‘Concurrent with the Court of Claims, of 
any suit or proceeding, commenced after 
the passage of the Revenue Act of 1921, 
for the recovery of any internal-revenue 
tax alleged to have been erroneously or 
illegally assessed or. collected without au- 
thority, or any sum alleged to have been 
excessive or in any manner wrongfully col- 
lected, under the internal revenue laws, even 
if the claim exceeds $10,000 if the collector 
of internal revenue by whom such tax, pen- 
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been the abolition of jury trials, inas- 
much as it did away with the juris- 
diction of district courts. However, 
Mr. Celler later sibstituted a bill with 
less sweeping changes, not involving 
the district courts. This bill was 
never reported favorably.*” 


The Reorganization Plans of 1950 
and 1952 furnished the next situation 
for Congress to examine the use of 
juries in tax suits. These plans called 
for the abolition of the office of col- 
lector of internal revenue. The tax 


bar went up in arms, fearing that the 
suit against the collector, with its 
attendant opportunity for the use of 
juries, was being abolished.** Despite 
the protestations * of the Treasury De- 


alty or sum was otherwise collected is dead 
at the time such suit or proceeding is 
commenced.’ ” 

It was further amended by 43 Stat. 972 
(1925), by inserting the words “or out of 
office” after the word “dead” in the last clause. 

“It presently appears at 28 USC 1346 
(a)(1) substantially unchanged except for 
rephrasing and omission of phrases now 
obsolete. The jury trial provision was sepa- 
rated in the codification of this title in 1948 
and became 28 USC 2402 (as unamended): 
“Any action against the United States under 
section 1346 of this title shall be tried by the 
court without a jury.” 62 Stat. 971 (1948). 

* Discussed below at pp. 157-158. 

* The bill of the Congressman from New 
York was H. R. 234, 79th Cong., Ist Sess. 
(1945), The information as to substantive 
content of the bill and its substitution is 
taken from Seidman, “Proposed Procedural 
Changes in Federal Tax Practice,” 67 Jour- 
nal of Accountancy 221 (1939). The History 
of Bills and Resolutions for the 79th Con- 
gress shows the bill as having been referred 
to the House Committee on the Judiciary, 
and gives no further citation. 

*E. g., Dockery, “The Right to Sue 
Under the Proposed Reorganization of the 
Bureau of Internal Revenue,” 30 Taxes 
166 (1952). 

“See Broksky, “Suits for Refund: The 
Nature of the Suit and the Procedure to be 
Followed”, Proceedings of New York Univer- 
sity Seventh Annual Institute on Federal Tax- 
ation (1953), pp. 749, 759-766 for a summary 
of the furor that arose and the citations to 
the Treasury’s repeated effort to allay these 
fears. 
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partment that this was not the case, 
the doubt lingered, so when a bill 
came through dealing with the rights 
of those in the armed forces to delay 
purchase of a new residence and still 
obtain favorable tax results, Senator 
Butler of Nebraska tacked on an 
amendment to make the Treasury’s 
assurance doubly sure.*° 


The issue, having once been raised, 
would not die easily. Senator Walter 
George of Georgia used it as the rea- 
son or the excuse for the measure 
which he introduced in 1954. The 
bill removed the $10,000 monetary 
limitation on the district courts and 
gave the taxpayer the right to de- 
mand a jury. However, in his testi- 
mony before a Senate Judiciary Sub- 
committee, Senator George stated that 
he had no objection to giving the gov- 
ernment the option to demand a jury 
also, and the bill was amended by the 
subcommittee to give the govern- 
ment this right. W. A. Sutherland, 
representing the Tax Section of the 
American Bar Association, testified 
favorably to the bill as amended, as did 
Elbert Tuttle, then General Counsel 


““Nothing in Reorganization Plan Num- 
bered 26 of 1950 or Reorganization Plan 
Numbered 1 of 1952 shall be construed to 
impair any right or remedy, including trial 
by jury, to recover any internal revenue 
tax alleged to have been erroneously or il- 
legally assessed or collected.” (P. L. 567, Sec. 
3(a) (July 16, 1952).) The Treasury Depart- 
ment naturally had no objection to the measure, 
and the House concurred in the amendment. 

““That paragraph (1) of section 1346(a) 
of Title 28 of the United States Code is 
amended to read as follows: 

“(1) Any civil action against the United 
States for the recovery of any internal-revenue 
tax alleged to have been erroneously or 
illegally assessed or collected, or any penalty 
claimed to have been collected without au- 
thority or any sum alleged to have been 
excessive or in any manner wrongfully col- 
lected under the internal-revenue laws. 

“(2) (a) Section 2402 of Title 28 of the 
United States Code is amended to read as 
follows: 

“Any action against the United States 
under section 1346 shall be tried by the 
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to the Treasury Department.*? The 
Justice Department did not appear at 
the hearing. The only voice raised 
in dissent was that of Judge Jones, 
Chief Judge of the Court of Claims, 
who pointed out that very few real 
fact questions were involved, and that 
in no other situation was a jury al- 
lowed in trials against the United 
States.** 


The House meanwhile was address- 
ing itself to the problem from a dif- 
ferent angle. It, too, realized that 
the problem was to allow a taxpayer 
to go the refund route to recovery 
with the advantages of the jury trial, 
without having to seek a retired di- 
rector out in the district where the 
director then resided. But the House 
saw no need to change the histori- 
cally settled practice of having no 
jury trials in suits against the United 
States. Instead, its proposal, H. R. 
4401, would merely broaden the venue 
requirements so that the taxpayer 
could sue the taxpayer's own dis- 
trict rather than that of the director’s 
residence. Thus having a broadened 
right to sue the director, with the at- 





court without a jury, except that any action 
against the United States under section 
1346(a)(1) shall, at the request of any party 
bringing such action, be tried by the court 
with a jury.” (S. 252, 83d Cong., 2d Sess. 
1954).) 

“Mr. Tuttle’s wholehearted endorsement 
seems strange in light of his testimony 
before the House Committee on the Judi- 
ciary five days later on March 11, 1953. 
To the Senate subcommittee, he said: “Of 
course, in form it is a change and in form 
it offends the sensibilities of some people 
because it is a suit against the United States. 
. . . This proposal is that the right to sue 
the United States and have jury trial is at 
his [the taxpayer’s] option, and as Senator 
George says, appropriately at the option of 
the Government.” (Hearing Before a Sub- 
committee of the Senate Committee on the 
Judiciary on S. 252, 83d Cong., Ist Sess. 
(March 6, 1953), p. 3.) For his testimony 
to the House committee, see footnote 44. 

“ Hearings cited at footnote 42, at p. 17. 





tendant right of jury, the House saw 
no need to have jury trials against 
the United States.“ 


The Senate won out. The state- 


ment of the managers on the part of 
the House in the conference report 
is set out here at length for analysis. 


“Inasmuch as jury trials have al- 
ways been permitted in such actions 
[against the collector] and as the 
Government of the United States de- 
fends these suits and pays any judg- 
ment entered against the defendant 
therein, the effect of the enactment of 
H. R. 4401 would be similar to that 
of S. 252. 


“The House conferees have concluded 
that to accomplish this desirable re- 
sult through continued preservation 
of the fiction that the action is against 
an individual—rather than against the 
Government itself—is unwarranted. 
The conferees believe it to be the 
better practice to grant taxpayers a 
direct action against the United States, 
as the Senate bill provides, without 
compelling taxpayers to forego the 
right of trial by jury, which they can 





“Tt rejected H. R. 2254, 83d Cong., Ist 
Sess. (1953), which was virtually identical 
with S. 252: 

% the committee feels that it is 

neither necessary nor desirable to permit a 
jury trial in actions against the United States. 
This was the view of the Government de- 
partment witnesses who appeared before 
the Committee [quoting testimony of Elbert 
Tuttle, General Counsel to the Treasury, 
and Brian Holland, Assistant Attorney Gen- 
eral in charge of the Tax Division.] 
The primary objection to granting jury 
trials in suits against the United States is 
that juries, in considering the possible sums 
to be awarded the plaintiff, might tend to 
be overly generous because of the virtually 
unlimited ability of the Government to pay 
the verdict. If the bill as passed by the 
Senate were enacted into law a wholly new 
precedent would be established and for the 
first time juries would be permitted in suits 
against the Government.” (H. Rept. 659, 
83d Cong., 2d Sess. (June 25, 1953).) 
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now obtain in an action against a 
former collector or director. While 
it is most unlikely that juries in such 
cases are fooled into thinking the de- 
fendant collector or director himself 
is required to pay any such judgment 
out of his own funds, any legal fic- 
tion which might result in placing 
such an unfair burden upon the tax- 
payer-plaintiff deserves to be stricken 
from our law. The House conferees 
have therefore discarded the reason- 
ing that it would be harmful prece- 
dent to permit jury trials in cases of 
this class. There appears to be no 
more danger of excessive jury ver- 
dicts in cases where the Government 
itself is sued than in cases where the 
collecting officer of the Government 
is sued. In either case recovery is 
limited to the amount of taxes erro- 
neously or illegally collected. It is 
therefore the conclusion of the House 
conferees that the Senate bill, in 
granting jury trials in actions of this 
nature by express statutory provi- 
sions, rather than by use of a legal 
fiction, is the more desirable method.’’** 


Mr. Tuttle’s testimony was to the effect 
that. there was no need for a jury right 
against the United States if H. R. 4401 were 
passed. “We recognize to [give the tax- 
payer this double right] . . . would estab- 
lish a precedent that might have far. reach- 
ing effect.” Mr. Holland’s testimony em- 
phasized that the taxpayer could have a 
jury against the director, and the precedent- 
setting nature of the bill. 

William P. Rogers, then Deputy Attorney 
General (now Attorney General), pointed 
out by letter that no juries were allowed in 
the Court of Claims nor under the Federal 
Tort Claims Act. “The revenue acts are 
elaborate and complicated and fact ques- 
tions are often presented which are difficult 
to grasp even upon the clearest and most 
appropriate instructions given by the court.” 
(Hearings Before the House Committee on 
the Judiciary, 83d Cong., Ist Sess. (May 11, 
1953), transcript, pp. 31-32. (These 
ings are not published.)) 


“Conf. Rept. 2276, 83d Cong., 2d Sess. 
(1954). 


hear- 
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As to the fear of a burden on the 
taxpayer due to the possibility that 
the jury will not realize that the gov- 
ernment will pay the verdict, it is a 
common part of each charge given 
that the real party defendant is the 
United States, and that it will pay 
the judgment.“ 

The basic objection is that expressed 
by the original House committee— 
that the jury will be overly generous 
with the Treasury funds. To this 
the conferees answer: “Even if this 
is so (with a tacit admission that it 
is), the verdict is limited by what the 
taxpayer paid in.” The only harm 
the jury can do is find for the tax- 
payer every time!. Therefore, there 
is no real danger that the Treasury’s 
position will be adversely affected. 
This seems to increase the danger, 
not overcome it. 

The other objection is that the jury 
right against the United States is a 
precedent-setting provision. The con- 
ferees’ argument. seems to illustrate, 
rather than obviate, this danger; for 
they say that there have always been 
juries in tax trials under the fiction 
of the suit against the collector (and 
how easy to argue against the con- 
tinuance of a fiction) so there is no 
real difference in allowing them against 
the United States. Will it not be just 
as easy at some future date to say: 
“We have juries in other types of 
suits against the United States. Why 
not have them in this new field?” 

Lastly, it should be noted that 
though the suit against the collector 
is regarded by the legislators as an 
undesirable fiction, unworthy of ex- 
tension, it is not unworthy enough to 





“E.g., Rodd v. 
(DC Fila., 1955). 

“It is interesting to note that despite 
this broadening of allowable defendants, 
only half of the jury trials since the passage 
of the bill (58 out of 114—50.8 per cent) 
have been against the United States. The 
district director has remained as nominal 
defendant in: 49.2 per cent of the cases, 


Fahs, 56-2 ustc § 9696 
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be abrogated in its entirety, so that 
the net result of the change in the 
1954 legislation was to add another 
possible course of action for the tax- 
payer, rather than eliminate an unde- 
sirable one. 

Nevertheless, the fact remains that 
we have in the 1954 legislation a 
fairly strong statement of “legislative 
intent,” despite strongly stated argu- 
ments to the contrary, that the tax- 
payer should have open to him as 
many chances as possible to employ 
a jury in his tax suit if he so desires.*’ 


Views of Attorneys 
and Commentators 


A second basis for the continuation 
of the use of juries in tax cases is 
the strong support that the system 
receives from the practicing tax bar. 
The most vocal and sustained defense 
of the system followed the most in- 
cisive attack it has ever received. In 
1938 Roger John Traynor, then spe- 
cial advisor to the Treasury Depart- 
ment (now Justice, Supreme Court of 
California) published his views.** 

The principal thrust of the article 
was to point to the backlog of the tax 
matters pending before the courts and 
to suggest a comprehensive system 
for alleviating this trouble. A part 
of the plan called for abolition of 
jurisdiction. of the district courts in 
tax cases and their centralization in 
the Board of Tax Appeals. This 
would naturally have the effect of 
doing away with juries, though Mr. 
Traynor did not specifically address 
himself to the evils of the use of 
juries in this area. He merely indi- 
cated that this was not a drawback 





perhaps due to force of habit on the part 
of attorneys. A trial attorney with 25 years’ 
experience in the Trial Section of the Tax 
Division attributes part of the increase in 
the use of juries to this legislation, which, 


he says, publicized to an otherwise un- 
informed tax bar the possibilities that juries 
offered. 

“Work cited at footnote 18. 





to the plan, since juries were so rarely 
used at this time.*® It was his view 
that the district courts retained juris- 
diction when the Board of Tax Ap- 
peals was established only because 
of the novelty of the BTA procedure 
and that today, with use of the board 
(now Tax Court) so widespread, the 
district courts’ jurisdiction was an 
anachronism, which made uniformity 
of decision in tax cases impossible. 


A number of other articles, some 
stimulated by Traynor’s, took up the 
attack on the lines suggested. Surrey, 
who had collaborated with Traynor, 
found “it difficult to believe that our 
ancient liberties would be swept aside 
if the jury trial were eliminated,” 
since they were so few in number. 
When Surrey and Traynor coauthored 
another article, they characterized the 
jury trial as “an obsolescent proceed- 
ing.” In an article dealing with 
Congressman Celler’s bill which in- 
corporated the Traynor plan, Seidman 
spoke approvingly of the bill.°* And 
Magill, while never mentioning the 
Traynor plan by name, seemed to adopt 
every one of the proposals as de- 
sirable.** 

The private tax bar took up the 
challenge in a number of comprehen- 
sive articles, which, according to one 
observer, “produced more heat than 
light.” °* To Sutherland, the only 
reason taxpayers had accepted the 





“ He stated that in 1936 there were only 
four juries used and in 1937 only two, and 
each of the latter was requested by the 
government. 

” Surrey, “Some Suggested Topics in the 
Field of Tax Administration,” 25 Washing- 
ton University Law Quarterly 399, 418 (1940). 


"Traynor and Surrey, “New Roads 
Toward the Settlement of Federal Income, 
Estate and Gift Tax ‘Controversies,” 7 Law 
and Contemporary Problems 336, 347, foot- 
note 11 (1940). 

@ Seidman, work cited at footnote 37. 

* Magill, “Federal Tax Administration, 
1939,” 66 Journal of Accountancy 296 (1938). 
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This administration has directed 
constant efforts toward fiscal 
responsibility.. Balanced budgets have 
been sought when the economy was 
advancing, and a rigorous evaluation 
of spending programs has been 
maintained at all times. Resort to 
deficit financing in prosperous times 
could easily erode international 
confidence in the dollar and contribute 
to inflation at home. In this belief, | 
shall submit a balanced budget for 
fiscal 1962 to the Congress.— 

Dwight D. Eisenhower, State of the 
Union Message. 


Board of Tax Appeals in the first 
place was that they knew they were 
not compelled to use it but could de- 
mand a jury in a district court when- 
ever they felt the need to. Thus, 
juries comprised an “escape valve.” © 
Prettyman regarded the use of juries 
as a “traditional local right, the ex- 
istence of which, whether used or not 
used, is essential to preserve confidence 
in government.” It is “fundamental 
in such a vital field as taxation and 
is sometimes availed of in the accom- 
plishment of justice.”°* The jury 
system “maintain[s] the group con- 
fidence” and keeps “a _ specialized 
tribunal from getting too far away 
from the realities of the general law 
as opposed to purely tax attitudes,” 
according to Pearce. Angell also 
inclined to the view that the use of 
juries tended toward a “feeling of 


“Maguire, “Federal Revenue—Internal 
or Infernal,” 21 Taxes 77, 122 (1944). He 
said a great deal of the criticism was wide 
of the mark and “unjust.” 

* Sutherland, “New Roads to the Settle- 
ment of Tax Controversies: A _ Critical 
Comment,” 7 Law and Contemporary Prob- 
lems 359 (1940). 

“Prettyman, “A Comment on the Tray- 
nor Plan for Revision of Federal Tax Pro- 
cedure,” 27 Georgetown Law Journal 1038, 
1048 (1939). His article at 25 American 
Bar Association Journal 291 (1939) is in sub- 
stantially the same vein. 

* Pearce, “Trends in Federal Tax Pro- 
cedure,” 69 Journal of Accountancy 369, 373 
(1940). 
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security” and “unquestionably acts as 
a restraining influence upon overzeal- 
ous administrative action, particularly 
in cases which may savor of politics.”®* 


Let us dispose of this last objection 
first. Angell gives no examples of 
what he has in mind, and cites no 
cases illustrating “overzealous admin- 
ministrative action in cases savoring 
of politics,” which have been held in 
check by the use of juries. None of 
the 117 cases covered in this paper 
could in any way be said to “savor of 
politics.” Hence, this seems to be 
merely a straw man, erected on the 
spot under the pressure of justifying 
the use of juries. 


Is the use of juries a “traditional 
local right”? Traditional it may well 
be, but any proposed change involves 
some alteration of a tradition of some 
duration or another, and the question 
is whether the continuance of the tra- 
dition is worth the price. But when 
we ask, “Is it a right?” the answer 
seems to be “definitely not,” or at 
least it is not a right in any way 
guaranteed by the Constitution. The 
question was discussed in Wickwire 
v. Reinecke.®® The issue was whether 
the Commissioner’s assessment was 
binding unless in bad faith, so that 
the taxpayer would suffer a directed 
verdict unless he proved this bad 
faith. The district court thought this 
to be the law. The circuit court of 
appeals held that this ruling was er- 
roneous, and the Supreme Court af- 
firmed this holding. It went on: 


“It was suggested, in the brief for 
the United States in resisting the ap- 
plication for certiorari, that the as- 
signment of error made on behalf of 
the petitioner was inadequate in that 
it was not based on a reference to the 


“ Angell, “Procedural Reform in the Ju- 
dicial Review of Controversies Under the 
Internal Revenue Statutes: An Answer to 
a Proposal,” 34 Illinois Law Review 151, 
154-155 (1939). 


Use of Juries 


Seventh Amendment to the Constitu- 
tion requiring a jury trial in a civil 
case involving more than $20. This 
objection has not been renewed in the 
brief on the merits, doubtless because 
the right of the petitioner to a jury 
in such a case is not to be found in 
the Seventh Amendment to the Con- 
stitution, but merely arises by impli- 
cation from the provisions of Section 
3226, Revised Statutes,!) . . . which 
has reference to a suit at law. It is 
within the undoubted power of Con- 
gress to provide any reasonable system 
for the collection of taxes and the re- 
covery of them when illegal, without a 
jury trial—if only the injunction against 
the taking of property without due 
process of law in the method of col- 
lection and protection of the taxpayer 
is satisfied.” (Italics supplied.) (Pages 
105-106.) 

One of the cases on which the court 
relied for this proposition was Cheat- 
ham v. U. S.“ There the taxpayer 
was held barred by the statute of 
limitations in her suit for recovery of 
income taxes. 


“In this country, this system [of 
collecting revenue] .. . for each state, 
or for the Federal Government, pro- 
vides safeguards of its own against 
mistake, injustice or oppression in the 
administration of its revenue laws. 
Such appeals are allowed to specific 
tribunals as the law-makers deem ex- 
pedient. Such remedies, also for re- 
covering back taxes illegally exacted, as 
may seem wise, are provided.” (Italics 


supplied.) (Page 88.) 
By 1931 the Court felt that the 


argument could be disposed of in a 
footnote, citing Wickwire and saying 
the objection was “unfounded.” © 
Speaking of the right to bring suit in 


” Cited at footnote 32, per Taft, C. J. 

Set out at footnote 31. 

"92 U. S. 85 (1895), per Miller, J. 

* Phillips v. Commissioner, 2 ustc § 743, 
283 U. S. 589 (1931) at p. 599, footnote 9, 
per Brandeis, J. ‘ 
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either the Board of Tax Appeals or 
the district court, the Court said: “The 
alternative judicial review provided is 
adequate [for constitutional purposes] 
in both cases.” Hence, the Court dis- 


posed of both the due process and the 
Seventh Amendment objections. 


Thus, the “right” is one subject to 
legislative grace and in light of the 
results outlined in this paper, it seems 
that the time for a change is at hand. 
The myth of the “right” is a hard 
one to dispel, however. Observers in 
high places have made the same error 
that these authors committed. 


The next argument is expressed in 
different ways with slightly different 
implications but with one basic 
premise—juries will decide tax ques- 
tions differently from skilled judges, 
and their decisions will preponderate 
in favor of the taxpayer. Certainly 
we cannot attack the truthfulness of 
this premise, for the results of re- 
search set forth at the beginning of 
this paper amply bear it out. 

The implications of this premise do 
require examination, however. One 
way to state this argument is that the 
use of juries “promotes confidence” in 
the tax system. In other words, a 
citizen does not mind paying his taxes 
because he knows that, if necessary, 
he can always go before a* local jury 
and get his money back! What other 
meaning can “confidence” have? And 
we have seen that someone like Mr. 
Ryman, who can get one result before 
a judge and another before a jury, can 
have only contempt for the system, 
not confidence in it.“* Another way 





“Cf. Griswold, “The Need for a Court 
of Tax Appeals,” 57 Harvard Law Review 
1153 (1944) (“It not only preserves the 
right to trial by jury .. .”); Elbert Tuttle; 
General Counsel, Treasury Department, Hear- 
ing cited at footnote 42, at p. 3 (“. . . in 
those cases where there are fact issues, no 
one has seriously suggested that the right 
to a trial by jury be denied entirely. It 
has been retained in the form of a suit 
against the collector. That, incidentally 
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of expressing this point is to say that 
the juries provide an “escape valve,” 
that is, an escape from the rigorous 
application of the tax laws by judges.® 


Indeed, the expertness of the judges 
is turned against them by another 
facet of the above argument, which 
insists that juries keep the internal 
revenue law from becoming too di- 
vorced from the general law and com- 
mon sense, too esoteric, too specialized. 
The jury brings to the tax law the 
wisdom of the man of the street. But 
can a law which in some cases re- 
quires seven pages plus extensive 
regulations merely to cover one small 
idea in the over-all scheme ® be simpli- 
fied, and not its detailed, specialized 
provisions, the result of Congressional 
efforts to plug loopholes left by its 
original simplified scheme? Is not a 
specialist needed who understands 
that more than one section may be 
involved in a decision, though the 
interpretation of one section may be 
the only issue at point? Take the 
apparently simple case of a corporate 
salary alleged to be unreasonable and, 
hence, not deductible in full by the 
corporation. An apparently simple 
issue is presented: “Is it reasonable?” 
But if it is not, is it a gift, not deduc- 
tible at all; * is it a dividend, which 
reduces earnings and profits for the 
purposes of future dividends; or is it 
just an unreasonable sum to pay for 
the proffered service? If paid by a 
proprietorship, must a gift tax be paid 
by the proprietor? Can the recipient 
claim the $50 and 4 per cent dividend 
credit? Need the recipient report it 
at all, if it is a gift? * 


cannot be constitutionally denied the tax- 
payer, as I understand constitutional law.”) 

* See pp. 144-145. 

“A half-hearted apology for the system 
used this phrase, also. Griswold, work cited 
at footnote 63. 

* 1954 Code, Sec. 341 or 421. 

* See Smith v. Manning, 51-1 ustc J 9345, 
189 F. 2d 345 ('CA-3). 

* Case cited at. footnote 67. 
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The tax structure in general is 
inequitable, but the rules governing 
depreciation allowances are more 
inequitable than some others. Because 
these regulations are antiquated and 
unreasonable, they impose a 
disproportionate cost penalty on 
American business. Thus they may well 
be a drag on the increased economic 
growth so many people profess to want 
these days. For one practical 
consequence, U. S. firms have been 
increasingly drawn to operations in 
Europe, where depreciation and other 
tax arrangements are considerably 
more realistic.—Wall Street Journal, 
December 12, 1960. 


Each of these questions remains to 
be answered once the jury renders its 
verdict. It is submitted that a jury 
would only be confused should the judge 
present all of these questions to it, yet 
obviously all of them should be kept in 
mind in passing upon the taxpayer’s 
compensation policy. Only the special- 
ist who is aware that the Code is a 
complex instrument can utilize it 
properly.® 


The final means of expressing this 
basic premise is by saying juries are 
sometimes used to “accomplish jus- 


tice.” But the concept of “justice” is 
a two-edged sword. We have seen 
that those who receive different treat- 
ment though similarly situated ™ can 
hardly believe that the system has 
been “just” to them, nor can less 
partial observers. As it must be as- 


sumed that the judge will charge the 
jury in accord with the existing case 
law, it is only on the theory that the 
jury will disregard the charge that it 
can be thought that justice will be 
accomplished any, more often by a 
jury than by a judge. If it is the sub- 
stantive content of the statute that 
the commentators wish the jury to 
treat as undesirable rather than its 
application, they ignore the settled 
rule that interpretation of the statute 
is the judge’s task, not the jury’s. 
Carried to its logical conclusion, the 
argument is that taxpayers will have 
confidence in the ultimate justice of 
our tax laws because they know that 
they can always obtain a jury that 
would refuse to follow the law! It 
would seem that the argument cuts 
more against than for taxpayers’ com- 
pliance with the law. 


The more uniform application of 
the law that can be achieved by hav- 
ing only one class of fact-finder pass on 
it is more “just” than a system whereby 
one taxpayer achieves “justice” by 
winning his individual claim. Though, 
admittedly, interpretations of a tax 
statute may vary among judges, there 
is less room to “equalize” matters 
within a tax statute that is fairly 
established than in a common law 
area where the jury can “improve” 
the law by bringing it into accord 
with lay judgment on questions such 
as negligence.”! 





”“The revenue acts are elaborate and 


complicated and fact questions are presented 
which are difficult to: grasp even upon the 
clearest and most. appropriate instructions 
given by the court.” Position taken by 
William Rogers for the Department of 
Justice before the House Committee on the 
Judiciary, H. Rept. 659, 83d Cong., Ist Sess. 
(1953), p. 4. 

® Daugette, cited at footnote 8 and Owens, 
cited at footnote 8. 

" The viewpoint sought to be proven here 
is aptly illustrated by the charge of G. H. 
Boldt, District Judge for the Western Dis- 
trict of Washington, in his charge to the 
jury in Buckley v. Frank, 57-1 ustc $9525 
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(1950). It is so clear an exposition and 
so much in point, that I set it out here at 
length: 

“In other words, if the jury believe one 
witness and disbelieve another, or put a 
different interpretation on the testimony of 
any witness than suggested by the. judge, 
the jury must follow their own judgment 
about the finding of facts, even if it mean 
finding other than as suggested by the judge. 

“On the other hand, in the field of the 
law the jury have no discretion. The jury 
must follow the law as the judge says it is 
regardless of any personal opinion that the 
jury may have about the law. They might 

(Continued on following page) 
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It therefore seems that none of the 
arguments advanced by these com- 
mentators are entitled to ultimate ac- 
ceptance, and certainly they are not 
convincing to one who has viewed 
the actual results of juries in action 
in tax cases. 


The next opportunity that the tax 
bar had to come to the defense of the 


(Footnote 71 continued) 
think the law ought to be something other 
than it is, or even that the judge is wrong 
about his statement of the law, as some- 
times happens. There is ample 
provision for that in our system of administer- 
ing justice, but it does not include any 
action by the jury. That brings us down 
to the proposition that it is the judge’s re- 
sponsibility to state the law to the jury 
as plainly and understandably as possible, 
and sometimes that becomes very difficult, 
and then the jury must follow that state- 
ment of the law regardless of any opinion 
the jury may have one way or another 
about whether it is good, bad, or indifferent 
law. We cannot have any orderly admin- 
istration of justice unless the jury do that, 
because you must remember that while we 
are now trying only one particular case, 
we are concerned with a field of law appli- 
cable to 170 million people. We can’t have 
any orderly administration of the law if 
a jury here interprets it one way and an- 
other jury in. Portland, or a jury in Montana, 
or in New York, or some place else, inter- 
prets it differently. So in the matter of the 
law, the jury must follow and apply the 
judge’s instructions as to all matters of law. 
“Another thing that I should tell you as 
a preliminary, is that in this court the in- 
structions are given to the jury orally. You 
will not get any written instructions or 
transcript of what I am saying. You must 
gather what the law is from what I tell 
you orally now. The instructions are only 
given once. That places the responsibility 
on me to be as plain and understandable 
as I can. within my abilities, and requires 
that you listen to me as closely as you can 
and follow the instructions as carefully as 
possible. In the great majority of cases 
this does not present any particular problem 
because the issues of fact to be decided are 
reasonably simple and can easily be stated, 
and in the general run of cases, the law 
applicable is simple enough and can be 
stated briefly and simply. Unfortunately, 
often that is not true in tax cases because 
tax law, generally speaking, is involved, 
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jury system was in 1942, when Ran- 
dolph Paul, then special advisor to 
the Treasury Department, suggested 
on behalf of the Treasury that the 
jurisdiction of the district courts be 
abolished. The tax bar knew the way 
Paul’s inclination lay.* They voiced 
their fears to the House committee, 
and the proposal never reached the 
floor of either house. 


technical, and complicated, and is sometimes 
difficult to follow. 


“It is particularly important in this kind 
of a case, ladies and gentlemen, that you 
keep in mind that your only function is 
to determine facts and not to concern your- 
self about whether the law is good, bad, 
or indifferent. If you do not apply the law 
as I state it to you, you are going to be 
unfair to a lot of other people, keeping in 
mind that these plaintiffs are not the only 
taxpayers in the United States, but that 
there are millions of them, and unless the 
law is impartially and uniformly applied to 
all of our people, obviously unfairness will 
develop, and it will not be a proper admin- 
istration of justice. What I mean by that 
is that the personalities of different people 
and the so-called equities of particular situ- 
ations appeal differently to all of us. There 
are some kinds of people we like better 
than others, and certain situations appeal 
to us more favorably than others do, but 
in this kind of a case we must set those 
things entirely aside and concern ourselves 
solely and only with deciding whether under 
the facts as found by the jury from the evi- 
dence presented the taxpayers come within 
the provisions of the law under which they 
claim the relief sought in these actions. If 
they do, then they are entitled to recovery 
no matter whether we like it or not. On 
the other hand, if they do not come within 
those provisions, then, they are not entitled 
to recovery no matter how much we might 
like them, or how kindly we might feel 
towards them, or anything else of that 
kind.” 

In fact, the judge was forced to reverse 
the jury’s verdict as to one of the two 
contracts in this case, as contrary to the 
weight of the evidence. 


The charge of Kaufman, J., in Epstein v. 
Johnson, 56-2 ustc 9682 (DC N. Y.) re- 
flects the same feeling. 


=“The rarely utilized privilege of jury 
trial could be buried with few mourners.” 
2 Paul, Federal Estate and Gift Taxation 
(1942), p. 956. 
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The arguments were principally the 
same as those made in response to the 
Traynor plan. The terms “ancient 
right,’ “curb on arbitrary and ca- 
pricious administrative action” (with- 
out citation of example), “safety valve” 
and “constitutional right” were freely 
resorted to. The makeweight argu- 
ment was also made that with the 
advent of higher taxes to finance the 
war effort, even more fairness was 
necessary. 


Sutherland attempted to draw an 
analogy from criminal fraud tax cases 
where the jury right already exists. 
His reasoning was apparently along 
these lines: (1) The civil fraud pen- 
alty is virtually as serious as the crimi- 
nal fraud penalty. (2) The factual 
issues are the same in each type of 
fraud case. (3) No one can deny the 
jury right in criminal fraud cases. (4) 
Therefore, there should be a jury right 
in civil tax cases."* The reasoning is 
fallacious in that juries are allowed in 
criminal tax cases due to their kinship 
with other criminal trials, and not be- 
cause the nature of the question pre- 
sented is especially suited for jury 
determination. Hence, once the crimi- 
nal overtones of fraud cases are re- 
moved, the civil fraud cases stand on 
no different ground from any other 
tax litigation. But even granting the 
validity of the analogy between civil 
and criminal tax fraud, it is still a 
large jump from using juries in the 
limited area of civil tax fraud cases to 
using them in all civil tax cases as 
Sutherland advocated. 


Allusion has already been made to 
the furor which arose when the office 


* This summary of the arguments is taken 
from the testimony of Lucius A. Buck, G. 
A. Youngquist (former Assistant Attorney 
General in charge of the Tax Division), 
Percy W. Phillips and W. A. Sutherland, 
Hearings Before the Committee on Ways 
and Means of the House of Representatives 
on the Revenue Act of 1942, 77th Cong., 2d 
Sess. (1942), pp. 3197-3205. 
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of collector was abolished in 1952. 
The. most vocal objector was P. W. 
Dockery. His thesis was that the 
principal value of juries was that they 
kept the tax law from being too esoteric. 
If a judge could not make the jury 
understand the law in an oral charge 
in layman’s terms, then the law was 
too far removed from common sense 
to deserve following anyway. While 
this might be an eloquent plea to a 
legislature drafting a new Code, it 
seems hardly rational to cast upon 
juries throughout the country the privi- 
lege of deciding the result on common- 
sense grounds. He further argued that 
the power to tax is the power to de- 
stroy, and hence all tax cases are 
quasi-criminal. This seems to require 
no answer. 


The only point entitled to serious 
consideration was that on those cases 
where demeanor and credibility are 
important (and remember the govern- 
ment many times relies solely on 
cross-examination), the jury verdict 
is better than the Tax Court judge’s 
since the jury has to reach its verdict 
immediately after seeing the witnesses, 
whereas the Tax Court judge writes 
his opinion after returning home. To 
the extent that a district court judge 
also delays somewhat, this also ap- 
plies to him.”® 


The unarticulated basic premise of 
all the arguments for the continued 
use of juries is that juries, given their 
natural bent, will decide cases ad- 
versely to the government. The statis- 
tics compiled on this paper give validity 
to the premise. Its truth is the basis 
for the opinion of those who feel that 
jury trials have no place in rational 


* Article cited at footnote 38 and “Refund 
Suits in the District Courts,” 31 Taxes 523 
(1953). 

™ Government counsel stressed that re- 
gardless of the substantive issues, if they 
intended to attack credibility, they sought 
a jury, since judges tend to minimize the 
danger that testimony by taxpayers will not 
be straightforward. 
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tax administration.”* The infrequency 
in which the idea is publicly ack- 
nowledged gives especial uniqueness 
to the frank discussion by a district 
court judge in 1926." 

However, the statistics indicate that 
juries are gaining the sophistication 
which Judge Clark refused to attrib- 
ute to them, and while earlier reports 
hailed the jury as the taxpayer’s friend 
in certain classes.of cases,’* later cases 
have forced more cautious commenta- 
tors to admit that the jury finds for 
the government, too.” It is believed, 
however, that the pendulum has not 
swung far enough back to justify a 
belief that juries approach each ques- 
tion determined to reach a rational 


* Brian H. Holland, former Assistant At- 
torney General in charge of the Tax Divi- 
sion, classed it as a “visceral feeling” that 
the jury would find for the taxpayer. 

™ Intercontinental Rubber Company v. Fer- 
guson, 1 ustc J 180 (DC N. J., 1926), per 
Clark, J. On defendant’s motion to dismiss 
for misjoinder of parties: Motion granted. 
The court reviewed extensively the history 
of suits against the government and the 
monetary jurisdictional limits imposed on 
the Court of Claims and the district courts. 
He went on: 

“Without discussing the merits’ and de- 
merits of the jury system, claims against 
the United States comprise one class of 
cases where the human prejudices of the 
jury would be detrimental to the Govern- 
ment in most cases. It is natural, if not 
logical, to feel that the Government with its 
vast funds, etc., can sustain any loss better 
than any one of its constituent members, 
who are his fellow-citizens and perhaps 
neighbors. Judges, either in the Court of 
Claims, or in the District Court, who. have 
had greater experience in such matters than 
the average juror, might be better expected 
to realize that any successful claim against 
the Government must ultimately be paid out 
of the pockets of all the citizens. 

“When Congress consented to have such 
claims passed upon judicially, it does not 
seem unreasonable to suppose it had in 
mind and. wished to obviate the prejudices 
above averted to. It does not seem further 
unreasonable to suppose that in bowing to 
the convenience of the people in permitting 
such suits to be brought near their homes, 
they had no wish to abandon a protection 
which might be said to have been more 
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result on the facts; and until this is 
so, the jury has no place in the civil 
tax field.*° 


The remaining law review comments 
on the use of juries have contented 
themselves with mentioning some of 
the practical advantages of juries from 
a litigation standpoint, rather than 
serving as justifications for their con- 
tinuation. They mention the advantage 
of using juries to decide intent or 
bona fides, or to pass on questions 
resting on simple equities as opposed 
to technical construction of the stat- 
ute, or where the issue turns on knowl- 
edge of local conditions with which a 
Tax Court judge is unfamiliar, or those 
where oral evidence will be in conflict, 


necessary, for the reason that the preju- 
dices, if any, are obviously enhanced by the 
increased probability of a jury of neighbors.” 

*® Friend, “Presentation of Tax Cases Be- 
fore Federal District Court,” 12 Alabama 
Lawyer 196 (1951); Speck, “The Prepara- 
tion and Handling of Federal Tax Matters,” 
20 Tennessee Law Review 584 (1949); Bick- 
ford, Successful Tax Practice (3d Ed., 1956), 
pp. 291-292. 

* Ash, “Factors in Selecting Forum in 
Which to Litigate,” Proceedings of New 
York University Twelfth Annual Institute 
on Federal Taxation (1954), p. 935. 

” Trial attorneys for the government take 
issue with this contention. They stress 
that the extensive use of juries is only a 
recent phenomenon and that juries have 
not yet had the opportunity to prove them- 
selves. They would urge that we wait a 
few years more to see if the unfavorable 
verdicts are balanced by the later sophisti- 
cation that the most recent cases are reveal- 
ing. They also argue that the statistics 
used in this paper are not helpful unless we 
know how the taxpayer fared in the other 
forum, the Tax Court, on the theory that 
if he did well there, also, then you cannot 
saddle any blame on the juries that found 
for him. While the author made no personal 
survey, the Annual Report of the Attorney 
General for June 30, 1955, reveals that in 
fiscal 1954 the Tax Court upheld the Com- 
missioner in 348 cases and the taxpayer in 
215, and partially upheld the Commissioner 
in 384 others, while in the district courts 
the score was 237 for the government and 
255 for the taxpayer. (Pp. 20-21.) No other 
reports present even this sketchy analysis. 
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or where a long line of contrary Tax 
Court decisions is sought to be avoided, 
since a jury would not be influenced 
by prior factual precedents.** The at- 
torneys interviewed added other rea- 
sons for seeking juries. Government 
attorneys often seek a jury when pre- 
vious experience with a district court 
judge indicates that he is even more 
inclined to favor the taxpayer than a 
jury might be. They also seek juries 
where a lawyer is the taxpayer, to 
avoid placing on the judge the burden 
of bending over backward being too 
strict with a fellow member of the 
profession, or else being lenient and 
risking a charge of favoritism. 


On the other hand, private attorneys 
stated that if a large amount of taxes 
was involved, they would not risk it 
to a jury but would prefer a judge’s 
rulings, which are easier to reverse on 
appeal. In the cases of each sugges- 
tion, it is the very fact that a different 
result may be obtained which makes 
the use of juries so undesirable, as I 
see it. 


Analogous Situations 


In light of the protests which were 
made when abolition of jury trials 
was suggested for tax cases, it might 
be well to examine the actual results 
that followed the removal of the jury 
right in other classes of suits against 


"These ideas are excerpted from Yeat- 
man, “Tax Controversies,” 10 Texas Bar 
Journal 9 (1947); Schulman, “Penalties and 
Problems Arising in Civil Tax Fraud Prob- 
lems,” 26 Taxes 791 (1948); Borman, work 
cited at footnote 23; Ash, work cited at 
footnote 79; Ash, “Procedure Under the 
New Code,” 4 Institute of Federal Taxation 
(1954), p. 85; 3 Casey, Federal Tax Practice 
(1955), p. 136. 

“10 Stat. 612 (1855). 
Cong., 2d Sess. (1855). 

* He referred to a bill he had introduced 
while a member of the House, wherein if 
the suit were a proper one for a jury, a jury 
would be employed: 

“I know it is a common remark, that the 
United States would always be worsted, if 


It was S. 523, 33d 
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the United States. But the fact is, 
and this is itself an argument against 
their use in tax cases, that in no other 
class of litigation against the United 
States are juries allowed. Hence, we 
have no analogous situation wherein 
we can examine the effects of the 
withdrawal of the right. 


In fact, in the case of most other 
suits against the United States, the 
right to jury is expressly denied by 
statute. An examination of the com- 
mittee hearings and debates on the 
floor of Congress reveals that with 
only slight exception, this was ac- 
cepted as the proper course to follow. 


It must be noted that in each case 
the existing situation was that of no 
suits at all, due to sovereign immunity. 
Anything that the Congress granted 
was, considered a concession, and they 
felt no need to go any further than 
necessary. Hence, any clamor that the 
jury right was not being granted would 
not be as forceful as in the objection that 
an existing “right” is being taken away. 


The United States first subjected 
itself to suit by the establishment of 
the Court of Claims.*? The only men- 
tion of the use of juries came from the 
senator from Indiana, John Pettit.** 
No one even bothered to answer his 
remarks. The act as passed made no 
mention of juries, either affirmatively 
or negatively. 


my plan were pursued; that the claimant 
would always have the sympathy of the 
jury and the leaning of the court... . I 
believe no such thing. .. . You yourselves 
select your jury, who are the taxpayers of 
the country, the men upon whom the bur- 
den, if burden there be, is to fall, and there- 
fore they have a direct interest in scrutinizing 
well the claim and guarding against an ex- 
horbitant amount. . . . Sir, if either party 
has to suffer, I would rather that the whole 
should suffer; I would rather that the mat- 
ter were in the hands of liberal juries. .. . 
Fear not, sir, that the jury will run astray 
under the eye of an able, enlightened, firm 
and pure judge. ...” Congressional Globe, 
33d Cong., 2d Sess. (1854-1855) pp. 72-73. 
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The next step was opening the door 
to claims based on contracts with the 
government, the Tucker Act.** The 
bill as it originally passed the House 
expressly provided for the use of ju- 
ries.*°> However, the Senate version 
expressly excluded juries, and this 
was the form of the bill as it emerged 
from conference for passage by both 
houses.*® None of the debate in either 
house even mentioned the use of juries. 

In 1910 the Congress allowed the 
United States to be sued for patent 
infringement in the Court of Claims, 
where there was no jury right; *’ and 
in 1920'suit for maritime torts against 
the United States was provided for 
as a part of the admiralty jurisdiction 
of the district courts.** 


It took five attempts to secure pas- 
sage of the Federal Tort Claims Act.® 
Each time some mention was made of 
the fact that juries were not to be 
used, but the issue was never pressed. 
In the 1928 attempt, the question was 
raised during debate on the floor as 
to whether a denial of the right to 


jury violated the Seventh Amend- 
ment, and the ready reply—which was 
to become the reply each time the 


* 24 Stat. 505 (1887). It was H. R. 6974, 
49th Cong., 2d Sess. (1887). 

18 Congressional Record 623. 

18 Congressional Record 2175. 

* 36 Stat. 851 (1910). It was H. R. 24649, 
6lst Cong., 2d Sess. (1910). 

41 Stat. 525 (1920). It was S. 3076, 
66th Cong., 2d Sess. (1920). 

® Finally enacted as a part of the Reor- 
ganization Act of 1946. 60 Stat. 843 (1946). 
It was S. 2177, 79th Cong., 2d Sess. (1946). 
The tort claims provision is Tit. IV of the 
act. Sec. 410(a) of Pt. 3 of Tit. ITV ex- 
pressly provides that no jury shall be had. 
Earlier attempts appear as: 

H. R. 9285, 70th Cong., H. Rept. 286; 
H. R. 7236, 76th Cong., H. Rept. 2428; S. 
2221, 77th Cong., S. Rept. 1196; H. R. 6463 
and H. R. 5373, 77th Cong.; S. 2177, 79th 
Cong. 

The first three passed one house, but 
were not passed by the other due to the 
press of other business, and the fourth never 
got out of the committee room. The last 
one was successful. 
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issue was raised—was that the Su- 
preme Court had decided that suits 
against the United States were not 
suits at common law within the Seventh 
Amendment.” 


An amendment to the 1939 attempt 
was offered on the floor which would 
allow a jury if either party requested 
one. This was opposed by Mr. Celler, 
chairman of the committee and author 
of the bill, who quoted adverse testi- 
mony of the representative of the De- 
partment of Justice, and pointed out 
that juries were not used in any other 
suits against the United States. The 
amendment was defeated.™ 


Thus the two answers developed: 
(1) Juries are not constitutionally re- 
quired and (2) they are not used in 
other litigation against the United 
States, so there is no reason to make 
an exception here. These answers were 
given to defeat arguments for juries 
in all subsequent tort claims legisla- 
tion.» To these two reasons may be 
added a third, which the Justice De- 
partment official articulated and Senator 
Pettit sought to overcome: Juries will 
react adversely to the interests of the 
government. These three arguments 


® McElrath v. U. S., 102 U. S. 426 (1880). 
The debate appears at 69 Congressional Rec- 
ord 2188. The debate indicates that the 
House Committee on Claims had considered 
and rejected the use of juries in this situa- 
tion. 69 Congressional Record 2193. 

"The quotation from the Department of 
Justice official (unnamed) was: “I must con- 
fess I would have some hesitancy about 
making any change because we know there 
are occasions where juries, moved by senti- 
ment, may give an exorbitant verdict far 
beyond the claimant’s deserts. This is es- 
pecially true of the large metropolitan cen- 
ters.” (86 Congressional Record 12028.) The 
committee hearings are not published. The 
amendment appears at 86 Congressional Rec- 
ord 12027 and its rejection at 86 Congres- 
sional Record 12028. 

“Hearings Before House Committee on 
the Judiciary on H. R. 5373 and H. R. 6463, 
77th Cong. (1941); 87 Congressional Record 
3174; H. Rept. 1287, 79th Cong., Ist Sess. 
(1945). 
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were sufficient to bar the use of juries 
from an area where the competence in 
regular civil suits is reasonably granted, 
that is, the determination of negli- 
gence in personal injury suits. Why 
these same arguments should not have 
been deemed sufficient to bar juries 
from the technical area of tax admin- 
istration defies reasoned analysis. 


Conclusion 


Contrary arguments could be made 
to each of the conditions drawn 
throughout this paper. They have al- 
ready been alluded to in the foot- 
notes.** J find none of them to be 
convincing in light of the evidence pre- 
sented. Indeed, the most surprising 
fact gleaned from the interviews with 
tax attorneys was the unawareness of 
counsel for the government of their 
over-all poor record before juries and 
their insistence, when informed of the 
record, that given a little more time, 
they will bring this record of defeats 
into balance. 


They offer two reasons for this ex- 
pected turn of the tide. One is that 
private tax attorneys are typically 
“office lawyers” who are not at ease 
before juries and, hence, are unable to 
gain the maximum benefit from their 
use. On the other hand, the Justice 
Department is building up a core of 
trial specialists in its Trial Section of 
the Tax Division, men who are before 
juries frequently. The other reason 
is that in the past the government has 


See footnotes 39, 52 and 53. 


* Judge Seybourne Lynne of the Northern 
District of Alabama stated that though he 
had never seen a jury decide a tax case 
wrongly on the basis of the facts as they 
were presented at trial, he was confident 
that the government had lost millions of 
dollars in revenue in his court alone (he 
has sat since 1934) due to inadequate prepa- 
ration of an affirmative case which, if pre- 
sented, would have changed the result. He 
recognized that this was due to the load 
the government attorneys had to carry in 
their understaffed offices. 


Use of Juries 


been content to rest on the fact that 
the taxpayer has the burden of proof, 
and so its preparation of affirmative 
evidence has been meager. No com- 
petent trial attorney in other areas of 
the law would hope to win a case 
merely because of a favorable charge 
on the burden of proof. As govern- 
ment counsel become aware of this 
and are more aggressive in the formu- 
lation of an affirmative case of their 
own, they hope to see a corresponding 
change in results.” 


At all events, the Trial Section chief 
concluded that the official position of 
the government on the use of juries 
is that they did not think that juries 
represented the best way to settle tax 
controversies, but they had no strenu- 
ous objections if taxpayers wished to 
use them. Individual members of the 
Trial Section are free to ask for juries 
on the government’s behalf if they 
wish to, according to their own predi- 
lections.*» There is no uniform rule 
among them. It would thus appear 
that no strenuous campaign or sug- 
gestions will be forthcoming from the 
Justice Department along the lines 
indicated in this paper. 


Already legislation has been intro- 
duced giving the district courts con- 
current jurisdiction with the Tax Court 
in deficiency suits, with one of the 
obvious purposes being to extend the 
use of juries to this area also.** These 
moves have been prompted in part by 
the decision in Flora v. U. S.,® hold- 


* Personal remarks of Paul Garland, chief 
of the Trial Section, Tax Division, Depart- 
ment of Justice. He was surprised to learn 
that the Department has opposed extending 
the jury right to suits against the United 
States in 1954 (before he became chief). 

“S. 1569, 81st Cong., Ist Sess.; S. 384, 
82d Cong., Ist Sess.; H. R. 150 and H. R. 
246, 83d Cong., Ist Sess. 


"58-2 ustc $9606, 357 U. S. 63, reh’g 


granted, 360 U. S. 922 (1959), original de- 
cision aff'd, 60-1 ustc J 9347. 





ing that a taxpayer must pay the total 
deficiency assessed before he can use 
the refund procedure which takes him 
to the district court and to the jury. 


The conclusion must be that there 
is at present little hope of removing 
juries from tax administration; and, 
indeed, the effort should be in the di- 
rection of holding the line at its pres- 
ent place in resistance to expansion 
of their use. 


But should the day ever dawn when 
an effort is being made to improve 
tax administration, consideration should 
be given to the total abolition of the 


right of either party to demand a jury. 
The situation would then come under 
the more general provisions of Rule 
39(b) of the Federal Rules of Civil 
Procedure, which expressly provides 
that the court has discretion to order 
a jury trial on motion of one of the 
parties. Thus, the matter would be- 
come optional with the judge; and it 
can only be hoped that the judge would 
use such a discretion sparingly in favor 
of employing juries. Though district 
court judges are not all models of 
perfection in tax cases,** the first step 
will have been taken. 


[The End] 


RETAILING PROSPECTS FOR 1961 


“Retailers are cautiously optimistic about the prospects 
for 1961,” said J. Gordon Dakins, executive vice president, 
National Retail Merchants Association, at the recent 1961 
Susiness Outlook Conference held under the auspices of the 
Metropolitan Washington Board of Trade and the Sales 
Executive's Club and Advertising Club of Washington. 

“Most retailers are inclined to agree with those economists 
who foresee a modest rise in total retail sales in 1961 with a 
gain of 1 or 2 per cent by the year’s end. If this prediction 
holds good, total sales for all kinds of stores on a nationwide 
basis should reach $225 billion by December 31, 1961,” Mr. 


Dakins said. 


He also pointed out that the retail industry’s. biggest 
problem in 1961 will be how to control expenses with rising 
costs and salaries going up, the possibility of the extension 
of the Federal Wage Hour laws to retailing, the continuing 
problem of downtown revitalization and the difficulty of 
obtaining competent personnel. 


Mr. Dakins states that there is much stores can do to 
insure a brighter future for themselves. “The first thing the 
merchant must do is to reaffirm his belief in the basic truth that 
his sole purpose is to sell and he must recognize the fact 
that selling is everybody’s business. 

“No retailer can stand still and prosper. Change or die is 
the order of the day,” Mr. Dakins also counseled. 





* See Banek v. Kasper, cited at footnote 7. Those judges that have shuttled the respon- 


The principal drawback in the suggested 
plan is that the district court judges may 
fail to recognize the weaknesses of juries 
even if Congress in effect underlines them 
by withdrawing juries as a matter of right. 
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sibility to juries in the past (see above) 
may continue to do so in the future, rather 
than assuming the new responsibility given 
them by Congress, 
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How to Redeem 


a Shareholder's Stock 


By ALAN S. GRATCH 


This article discusses a complete redemption of a shareholder's interest 

in a corporation from the standpoint of the tax effects on the distributee. 
A member of the Illinois bar, the author is practicing law 

in Chicago with the law firm of Vedder, Price, Kaufman & Kammholz. 


ERTAIN ASSUMPTIONS will persist throughout this analysis: 

that the corporation has earnings and profits in excess of the 
fair market value and the adjusted basis of any of the distributions 
in question; that the stock in the corporation is held as a long-term 
capital asset by the distributee; that the transactions herein discussed 
do not qualify as a substantially disproportionate redemption under 
Section 302(b)(2),' do not involve a railroad corporation within the 
meaning of Section 302(b)(4), are not steps pursuant to a plan of 
complete liquidation (Section 346(a)(1)), do not meet the specific 
criteria of a partial liquidation set forth in Section 346(b), and are not 
redemptions to pay death taxes (Section 303).2_ Therefore, in deter- 
mining the tax treatment of the redemption distribution to the dis- 
tributee, this analysis will be confined primarily to Sections 302(b) (3), 
302(b)(1) and 346(a)(2), Internal Revenue Code of 1954. 


THE DISTRIBUTEE 
Complete Redemption—Section 302(bM3) 


Suppose, pursuant to a buy-out agreement, a corporation, which 
in no way contracts its business operations, purchases all the stock 
therein owned by a retiring shareholder to whom none of the at- 
tribution of ownership provisions of Section 318 apply. The problem 
facing the redeemed shareholder is whether the corporate distribution 
which he has received for his stock will be taxed as ordinary income, 
or as property received in a transaction giving rise to capital gain 
or loss, The answer turns upon how closely the redemption resembles 











*For a concise analysis of Sec. 302(b)(2) and its problems, see Roeder, 
“Distributions in Redemption of Stock,” Proceedings of New York University 
Fifteenth Annual Institute on Federal Taxation (1957), pp. 475, 485-488. 

* See Lanahan, “Redemptions to Pay Death Taxes,” Proceedings of New York 
University Fifteenth Annual Institute on Federal. Taxation (1957), pp. 493-507, 
for an analysis of Sec. 303. 
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a dividend or a sale of goods.* A divi- 
dend normally leaves equity interests 
in the corporation unchanged, while 
in a typical sale each party releases 
something of value in return for some- 
thing of value. The redemption of a 
shareholder’s entire stock interest has 
most of the attributes of a sale,* and 
Section 302(b)(3) so treats it.® 


However, only if the redeemed 
stockholder divests himself completely 
of his stock interest can Section 302 
(b) (3) be satisfied. A scheme whereby 
some stock is given to a nominee be- 
fore the redemption, and thus effective 
dominion over a stock interest in the 
corporation is retained, obviously does 
not comply with the section.* Further- 
more, if the property received in the 
redemption were a combination of 
income bonds and other property, it 
is possible that the bonds would be 
found to give the distributee an equity 
interest in the corporation, thus pre- 
cluding the application of Section 


302(b) (3) and causing the other prop- 
erty to be taxed as a dividend.” Such 
a result would depend upon how closely 
the bonds resembled a preferred stock 
interest.® 


A possible question in the construc- 
tion of Section 302(b) (3), which gives 
sale or exchange treatment to redemp- 
tions which are in “complete redemp- 


*Cf. Harter Bank & Trust Company v. 
Gentsch, 45-1 ustc J 9206, 60 F. Supp. 400, 
401 (DC Ohio). 

*See Lukens v. Commissioner, 57-2 ustc 
{ 9735, 246 F. 2d 403, 406 (CA-3). 

*Similar treatment was provided under 
the Internal Revenue Code of 1939. See 
Regs. 118, Sec. 39.115(g)-1(a)(2) (1954). 

*See Niederkrome v. Commissioner, 58-2 
ustc J 9944, 266 F. 2d 238 (CA-9) (dictum); 
Lukens v. Commissioner, cited at footnote 4, 
at pp. 403, 407 (dictum). In contrast to. the 
Commissioner’s apparent readiness to find 
collusion, and possibly a nominee, in Nieder- 
krome, is the court’s willingness to find bona 
fides. 

"Cf. Regs. Sec. 1.302-4(d) (1955); Mary 
Duerr, CCH Dec. 23,113, 30 TC 944 (1958) 
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tion of all of the stock of the corporation 
owned by the shareholder,” is whether 
the distributee must do more than 
give up his share interest. The regu- 
lations ® and cases *° under the Inter- 
nal Revenue Code of 1939 suggest 
that something more might be neces- 
sary, although it seems that the dis- 
tributee can continue as a nonofficer 
employee of the company.” 


The language of Section 302(b) (3) 
does not go this far, since it speaks 
only of stock. But a strong argument 
can be made that since the rationale 
underlying Section 302(b)(3) is that 
a “sale,” wherein the stockholder has 
given up his equity interest, has been 
effected, “stock” in Section 302(b) (3) 
should be construed so as to encom- 
pass more than bare stock ownership. 


To assure the application of Section 
302(b)(3), a stockholder ought not 
continue relationships with the cor- 
poration which could be _ typified 
as “proprietary.” Section 302(c) (2) 
(A) (i), which states that “the distrib- 
utee has no interest in the corpora- 
tions . . . other than an interest as 
a creditor,” should be some guide. 


Apparently Section 302(b)(3) is not 
limited to complete redemptions which 
occur in a single transaction. The 
courts have treated as complete re- 
demptions those separate partial re- 


(To the extent the redemption distribution 
is in satisfaction of accrued but unpaid divi- 
dends, dividend income will occur). 

* See Mary Duerr, cited at footnote 7 (bonds 
payable solely out of income found to be 
similar to once outstanding preferred stock). 
Cf. Estate of Ernest G. Howes, CCH Dec. 
23,093, 30 TC 909, 923-924 (1958) (bonds 
received in a sale of stock were not equiva- 
lent to equity-invested capital). 

* Regs. 118, Sec. 39.115(g)-1(a)(2) (1956), 
requires, “so that the shareholder ceases to be 
interested in the affairs of the corporation.” 

* E.g., Carter Tiffany, CCH Dec. 18,387, 16 
TC 1443, 1450 (1951). 

* Rev. Rul. 54-408, 1954-2 CB 165 (to 
train employees). 
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demptions of a stockholder’s holdings 
which were pursuant to.a plan which 
would culminate in the termination 
of the distributee’s equity interest in 
the corporation.’** This approach seems 
reasonable, since it permits flexibility 
in planning and since time is not of 
primary relevance in the distinction 
between “sale” and “dividend.” Time 
should become relevant, however, when 
the plan of complete redemption ex- 
tends over a very long period. In 
such a situation, the distributee’s stock 
interest continues to be of significant 
proportions during the interim be- 
tween the first and last transaction, 
so that the interim distributions ap- 
pear to be more like dividends than 
sales. The two-year intervals in Phelps 
v. Commissioner * and Lukens v. Com- 
missioner ** probably reflect the limit 
before each individual redemption 
transaction will be treated separately. 


Complete redemptions as part of 
a plan for the sale of stock to a third 
party are also encompassed by Sec- 
tion 302(b)(3). Suppose, for example, 
that the taxpayer is the sole stock- 
holder of a corporation and that he 
wants to sell the company to a buyer 
who can afford to purchase only one 
half of the business. As part of the 
plan of sale, the taxpayer sells 50 
per cent of his stock to the buyer, 
and the corporation redeems the re- 
maining 50 per cent from the taxpayer. 
It is now clear that the Commissioner 
will treat the redemption from the 
taxpayer as eligible for Section 302 
(b)(3).2% However, how important 
the sequence of events is remains 
unclear. Would the same result occur 
if the redemption preceded the sale? 


* E.g., Phelps v. Commissioner, 57-2 ustc 
7 9869, 247 F. 2d 156 (CA-9); Lukens vw. 
Commissioner, cited at fotnote 4; Giles E. 
Bullock, CCH Dec. 21,736, 26 TC 276, 295 
(1956). 

* Case cited at footnote 12. 

™* Case cited at footnote 12. 

*See Zenz v. Quinlivan, 54-2 ustc § 9445, 
213 F. 2d 914 (CA-6), acq., Rev. Rul. 54-458, 
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Although the Commissioner’s ac- 
quiescence to Zenz v. Quinlivan ** sug- 
gests that he will not give the same 
treatment to a different sequence, it 
seems unreasonable that such a dif- 
ference in facts, without more, should 
give the drastically different tax re- 
sult of a dividend rather than a sale 
or exchange, and there is one case 
against the Commissioner’s view.*’ 
However, the Commissioner, and other 
courts, might well feel that the tax 
advantages of a redemption pursuant 
to a sale should be restricted as much 
as possible, especially in light of an- 
other form which the transaction could 
take and which would achieve the 
same result, but with much more ad- 
verse tax consequences—that is, an 
ordinary dividend to the selling share- 
holder thus diminishing the value of 
the corporation so that the buyer 
could afford to purchase 100 per cent 
of the outstanding shares. 


Family Ownership— 
Section 302(c) 


Often complicating the tax analysis 
of the complete redemption, especially 
when a close corporation is involved, 
is family ownership. Suppose the 
distributee has family members—par- 
ents, spouse, children or grandchildren 
—who are also stockholders in the re- 
deeming company. The problem now, 
in distinguishing a “sale” from a “div- 
idend,” is to determine when, in the 
family context, the distributee has in 
fact, and in effect, terminated his 
equity interest in the corporation. 


The Internal Revenue Code assumes 
that family ties, and certain other des- 


1954-2 CB 167, acq. continued, Rev. Rul. 
55-745, 1955-2 CB 223 (Rev. Rul. 54-458 ap- 
plicable to 1954 Code). 

* Case cited at footnote 15. 

* Auto Finance Company, CCH Dec. 21,065, 
24 TC 416, 428 (1955), aff’d per curiam, 56-1 
ustc J 9230, 229 F. 2d 318 (CA-4). 





ignated relationships, are strong enough 
to justify treating the family’s stock 
interests in the company as a unit for 
purposes, among others, of Section 
302. An exception to the family 
attribution rules exists in those special 
situations set forth in Section 302 
(c)(2), which provides that family 
attribution will not be considered 
for purposes of a complete redemp- 
tion under Section 302(b)(3) if the 
distributee gives up all equity inter- 
ests in the corporation and does not 
reacquire any such interests within 
the ensuing ten years. 


Certain difficulties arise in constru- 
ing Section 302(c)(2). It is not clear 
how far the language “has no interest 
in the corporation (including an inter- 
est as officer, director or employee), 
other than an interest as a credi- 
tor .’%* precludes the distribu- 
tee from participating in the affairs 
of the corporation. The fact that the 


specified employment relations are 
preceded by the word “interest” sug- 
gests that more than the mere per- 


formance of services was intended. 


However, a recent ruling *° seems 
to indicate that the Commissioner 
thinks otherwise and would construe 
the language most strictly. Here the 
distributee taxpayer retained the right 
to nominate a member of his law firm 
as a director of the redeeming com- 
pany, in order to protect the tax- 
payer's position as a creditor. The 
Commissioner ruled that the presence 
of the taxpayer’s nominee on the board 


* Sec. 318(a)(1), Internal Revenue Code 
of 1954. The Commissioner took this same 
view under the Internal Revenue Code of 
1939, ¢.g., Rev. Rul. 55-373, 1955-1 CB 363, 
and went so far as to propose a regulation 
to this effect, Proposed Regs.. 111, Sec. 
29.115-9, 16 Federal Register 10312 (1951), 
withdrawn, 19 Federal Register 7159 (1954). 
But the courts generally held that the Code 
did not look to the family unit. E.g., Lukens 
v. Commissioner, cited at footnote 4, at p. 
407; Ira F. Searle Estate, CCH Dec. 
17,935(M), 9 TCM 957, 963 (1950). Cf. 
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of directors was comparable to the 
taxpayer himself possessing a direc- 
torship, and thus precluded waiver of 
the family attribution rules. Only if 
the attorney attended meetings as an 
observer in a nonparticipating capacity 
could the terms of Section 302(c) (2) 
be met. Possibly, this ruling indicates 
that the “interest as a creditor” is the 
exclusive permissible relationship. 


Even if the distributee cannot con- 
tinue as an employee, may he do busi- 
ness with the corporation in an 
advisory or training capacity as an 
independent contractor? What is the 
effect of the distributee’s. retained 
membership in some form of pension 
trust? If the purpose of this sub- 
section is to close the tax avoidance 
opportunities of an ostensible redemp- 
tion where, in effect, there is the re- 
tention of a proprietary interest in the 
corporation, the cases and rulings 
under the Internal Revenue Code of 
1939, which permit, for example, lim- 
ited employee relations,”* should be 
helpful to the proper construction of 
Section 302(c)(2)(A)(i). There ap- 
pear to be no fiscal or social policy 
reasons which seem to justify a more 
strenuous construction,”* although the 
regulations imply a most narrow read- 
ing in that even the creditor’s claim 
“must not in any sense be proprietary.” ** 


Section 302(c)(2)(A) (ii) raises the 
further question of whether the attri- 
bution rules of Section 318(a) apply 
when determining if the distributee 
has acquired “any such interest” with- 


Rosemary C.. Weir Trust, CCH Dec. 
19,068(M), 11 TCM 662 (1952). 

* Sec. 302(c)(2)(A)(i). 

* Rey. Rul. 59-119, 1959-1 CB 68. 

* See Rev. Rul, 54-408, 1954-2 CB 165. 

* See Committee on Tax, The Association 
of the Bar of the City of New York. (Feb- 
ruary, 1955), pp. 16-17. But see Rev. Rul. 
56-556, 1956-2 CB 177, 179, wherein the 
Commissioner suggests that any services ren- 
dered to the corporation would violate Sec. 
302(c)(2)(A)(i). 

* Regs. Sec; 1.302-4(d) (1955). 
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in ten years after the date of distri- 
bution. For example, has the distributee 
acquired such an interest when a 
family member, or a trust of which 
the distributee is a beneficiary, subse- 
quently buys stock in the corporation ? 
It seems most apparent that subse- 
quent family acquisitions should not 
be attributed to the distributee for 
purposes of Section 302(c) (2) (A) (ii) 
if existing family ownership and the 
attribution therefrom is waived by 
this section. Nor should the corpora- 
tion, partnership, estate or trust attri- 
bution rules be applied. 


The language of the Code supports 
this construction ; a contrary rule would 
put the distributee in peril for ten 
years, and would substantially nullify 
this exemption from the family at- 
tribution rules. At most, the exemption 
should be lost only if the distributee 
himself causes the subsequent ac- 
quisition.** 

Also unclear, from these two sub- 
sections, is the extent to which the 
distributee may become a stockholder 
through his position as a creditor. The 
regulations flatly assert that if the 
“stock of the corporation, its parent 
corporation, or, in the case of a re- 
demption of stock of a parent corpora- 
tion, of a subsidiary of such corporation 
is acquired” by a creditor, the Section 
302(c)(2) exemption shall not apply.” 
But if the creditor position is to be 
protected at all, a necessary and rea- 
sonable construction seems to be that 
Section 302(c) (2) (A) (ii) is to be read 
back into Section 302(c)(2)(A)(i) 
and, thus, stock acquired as a creditor 


*See Ringel, Surrey and’ Warren, “Attri- 
bution of Stock Ownership in the Internal 
Revenue Code,” 72 Harvard Law. Review 
209, 225, n. 58 (1958). 

* Regs. Sec. 1.302-4(c) (1955). 

* See Subcommittee on Internal Revenue 
Taxation, Committee on Ways and Means, 
House of Representatives, Subchapter -C 
Advisory Group Proposed Amendments, As 
Revised (December 11, 1958), Sec. 302(c) 
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is not the acquisition of “any such 
interest” as proscribed by Section 302 
(c)(2)(A) (ii). While it might be 
difficult to draw a line between the 
bona fide creditor who is entitled to 
this protection and the distributee 
who, as a creditor, acquires a stock 
interest pursuant to a preconceived 
tax avoidance plan, a contrary con- 
struction of the statute has little justi- 
fication and might well nullify the 
value of the creditor interest which 
the statute expressly recognizes.*® 


Additional barriers to tax avoidance 
schemes, as well as additional prob- 
lems of construction, are created by 
Section 302(c) (2) (B), which provides, 
approximately, that the Section 302 
(c)(2) exemption will not apply if the 
stock redeemed was acquired within 
the past ten years from persons whose 
ownership would be attributed to the 
distributee, or if these persons ac- 
quired stock from the distributee within 
the past ten years. It is not entirely 


clear what the ten-year period in Sec- 


tion 302(c)(2)(B)(i) measures. Is it 
permissible to look more than ten 
years in the past to see from whom 
the stock was acquired, directly or in- 
directly? Or does the ten-year limi- 
tation restrict the inquiry to those 
sources of the acquisition observable 
within this period ? 

For example, suppose that 12 years 
ago an unrelated individual received 
some stock from the. distributee’s 
father, while nine years ago the dis- 
tributee acquired from this unrelated 
person this stock, which is now being 
redeemed. Does this situation violate 


(2)(A) (ii) and (C)(ii), hereinafter cited as 
Subchapter C Proposed Amendments; Sub- 
committee on Internal Revenue Taxation, 
Committee on Ways and Means, House of 
Representatives, Revised Report on Corporate 
Distributions and Adjustments (December 11, 
1958), p. 7, hereinafter cited as Revised Re- 
port on Subchapter C. The recommended 
changes would make this construction an 
express part of the Code. 
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Section 302(c)(2)(B)(i)? Could it 
be said that the stock in question was 
acquired indirectly from the distribu- 
tee’s father within the ten-year period, 
when the part which the father played 
in the arrangement occurred more 
than ten years in the past? Probably 
not. The ten-year period is an arbi- 
trary measure which, by its nature, 
should establish a strict cut-off date. 
If Congress had intended to encom- 
pass events in the far past, it would 
have specified a longer period. Unless 
there is strict. adherence to it, the 
specifically designated ten-year period 
would have no meaning. 


Section 302(c)(2)(B) (ii) raises an- 
other question. When this section 
speaks of persons whose ownership is 
attributed to the distributee under 
Section 318(a), and who have acquired 
stock from the distributee, does it 
refer only to those persons who have 
acquired from the distributee the stock 
which they own in the redeeming com- 
pany on the date of the redemption, 
or does it apply to persons who at 


any time within ten years acquired 
stock in the company from the dis- 
tributee? The last phrase in the sub- 
section, “unless such stock so acquired 
from the distributee is redeemed in 
the same transaction,” might indicate 
that the Code assumes the first sug- 


gested construction. If this is so, the 
section would proscribe a situation 
where a person, in the necessary re- 
lationship, acquired stock from the 
distributee within the past ten years 
and later completely divested himself 
of all such stock but, just prior to the 
redemption, acquired from a third 
party a single share of stock in the 
company, unless the shares emanat- 


* See Laikin, “Stock Redemptions: Sec- 
tions 302 and 318,” New York University 
Fourteenth Annual Institute on Federal Taxa- 
tion (1956), pp. 671, 684-685 (1956); Roeder, 
work cited at footnote 1; at p. 491. 

* See Rev. Rul. 57-387, 1957-2 CB 225. 

* See Rev. Rul. 56-584, 1956-2 CB 179. 
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ing from the distributee were traced 
and also redeemed. This seems to be 
an extreme and unworkable result. 


Softening the impact of any uncer- 
tainties and harsh results caused by 
Sections 302(c)(2)(B)(i) and (ii) is 
the closing proviso that “the preced- 
ing sentence shall not apply if the 
acquisition . . . [or disposition] did 
not have as one of its principal pur- 
poses the avoidance of Federal in- 
come tax.” Although it is arguable 
that any tax avoidance motive, in- 
cluding federal estate and gift tax, is 
prohibited, the language of the Code 
speaks only of the income tax, and 
the Commissioner will probably go 
no further.2”. The purpose or motive 
which is examined is that of the donor 
of the stock—the distributee—in Sec- 
tion 302(c)(2)(B) (ii),?* and the per- 
son whose ownership is attributed to 
the distributee, in Section 302(c) (2) 
(B) (i).*° Furthermore, this examina- 
tion is as of the time, and under the 
circumstances existing, when the 
stock transfer was made; * and if one 
ruling is any indication, the Commis- 
sioner seems ready to find adequate, 
non-tax-avoidance motives.** 


Trusts and Estates— 
Sections 318(aM2MA) and (B) 


Although Section 302(c)(2) pro- 
vides a means whereby the family at- 
tribution rules of Section 318(a)(1) 
can be avoided by a distributee who 
is trying to bring himself within Sec- 
tion 302(b) (3), it does not excuse the 
partnership, estate, trust and corpo- 
ration attribution rules of Section 318.*? 


Trusts and estates are deemed to 
own the stock owned by their bene- 


* See footnotes 28 and 29; 

* See Rev. Rul. 57-387, 1957-2 CB 225. 

* Secs. 302(c) (2) (A). and 318(a)(2)(A-C). 
See Rev. Rul. 56-103, 1956-1 CB 159 (estate 
attribution); Rev. Rul. 59-223, 1959-2 CB 
106 (trust attribution), 
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ficiaries,** and vice versa, and often, 
in the close corporation, this will be 
stock in the redeeming company. But 
not all beneficiaries come within the 
scope of this attribution. The Code 
expressly provides that, for purposes 
of the trust attribution rules, “bene- 
ficiary” does not include remote con- 
tingent interests, which the Code goes 
on to define in actuarial terms.** In 
contrast, the estate attribution rules 
are silent as to whom is a bene- 
ficiary. The regulations, however, 
seem to indicate that past precedent 
will be followed, and estate attribu- 
tion will extend only to beneficiaries 
with a direct present interest in the 
estate.*® 


Application of the trust or estate 
attribution rules sometimes causes 
harsh results. One can imagine a 
situation where family members are 
stockholders and there is a prear- 
ranged corporate buy-out agreement. 
If the redemption occurs the instant 
before the distributee’s death, the 
family attribution rules can be avoided 
and the requirements of Section 302 
(b)(3) satisfied. If the redemption 
occurs the instant after death, the 
estate attribution rules cannot be 
avoided and, since some of the share- 
holding family members are likely to 
be beneficiaries cf the estate, dividend 
treatment might result. Arguably, a 
prearranged buy-out agreement could 
justify the conclusion, on some theory 


*® Sec. 318(a)(2)(A) and (B). 

* Sec. 318(a)(2)(B). 

* See Steuben Securities Corporation, CCH 
Dec. 12,932, 1 TC 395, 399 (1943) (con- 
struing the personal holding company sec- 
tion of the Revenue Act of 1937). 

* Regs. Sec. 1.318-3(a) (Ex. 1, 2) (1955). 

Subchapter C Proposed Amendments, cited 
at footnote 26, at Sec. 318(a)(3)(B), recom- 
mends that the 5 per cent actuarial test of 
the present trust attribution rule be contin- 
ued and extended to estates, but goes fur- 
ther to provide that there should be no 
attribution from “those beneficiaries who 
cannot under any circumstances receive from 
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of equitable conversion, that the re- 
demption occurred the instant before 
death.*7 The Commissioner, however, 
does not seem to show favor toward 
this view.** 


To some extent, a trustee or execu- 
tor can avoid this result. The regula- 
tions *® indicate that a person is no 
longer a beneficiary “when all the 
property to which he is entitled has 
been received by him... .” When, 
pursuant to this provision, “a person 
ceases to be a beneficiary, stock owned 
by him shall not thereafter be con- 
sidered owned by the estate... .” 
Thus, to the extent that the executor, 
before the redemption occurs, can dis- 
charge gifts to beneficiaries who are 
shareholders in the distributing cor- 
poration, attribution can be avoided. 
While this regulation speaks in terms 
of estates, it should similarly apply 
to trusts, although trustees will prob- 
ably have less opportunity to dis- 
charge beneficiaries. 


Redemption Not ‘Essentially 
Equivalent to a Dividend'’'— 
Section 302(b\T) 


Section 302(b)(1), which provides 
that sale or exchange treatment is 
available for redemptions which are 
not “essentially equivalent to a divi- 
dend,” offers the distributee of a cor- 
porate buy-out contract another 
opportunity to have his distribution 


the estate or trust any interest in the stock 
actually owned by the estate or trust, the 
proceeds of disposition thereof, or the in- 
come therefrom.” See Revised Report on 
Subchapter C, cited at footnote 26, at pp. 
27-28. 

* See Wolfman, “Some of the Attribution- 
of-Ownership Problems Involved in the Re- 
demption of Stock under the 1954 Code,” 33 
Taxes 382, 386-387 (1955). 

*See Rev. Rul. 56-103, 1956-1 CB 159. 
But Cf. Rev. Rul. 54-230, 1954-1 CB 114 
(decided under Regs. 118, Sec. 39.115(c)-1 
(b) (1954)). 

*® Regs. Sec. 1.318-3(a) (1955). 
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taxed at capital gains rates.*° The 
original purpose of the “essentially 
equivalent to a dividend” proscription 
was to prevent such schemes as the 
preferred stock bail-out." When 
drafting the 1954 Internal Revenue 
Code, the House of Representatives 
thought this equivalence standard was 
‘too vague. In order to create more 
certainty, their bill contained only 
the specifically defined tests now 
found in Sections 302(b) (2) and (3). 
The Senate, in contrast, believed that 
some flexibility was necessary, and 
thus it inserted the present equiv- 
alence test into both Sections 302 and 
346.*° The problem presented is how 
much flexibility is to be read into 
Section 302(b)(1). In one place the 
Senate report says that the general 
test is that used under Section 115(g) 
of the Internal Revenue Code of 
1939.4 On the other hand, Section 
302(b)(1) might be limited to certain 
modifications of the specific examples 
in Sections 302(b) (2) and (3).*° Under 
either approach, those circumstances 
and factors which were thought im- 
portant in finding a “sale” under the 
1939 Code should be considerations in 
the application of Section 302(b)(1). 


The Commissioner, however, does 
not seem to share this view.*® While 
it seems clear that the attribution-of- 





“ Although a redemption distribution quali- 
fies under Sec. 302(b)(1), ordinary income 
might nevertheless rise to the extent the 
stock redeemed is Sec. 306(c) stock. See 
Sec. 306(a)(2). Normally, however, such 
stock loses its Sec. 306(c) character upon 
the death of the stockholder. Furthermore, 
those circumstances which justify sale or 
exchange treatment under Sec. 302(b)(1) 
should justify the finding of a non-income- 
tax-avoidance motive under Sec. 306(b) (4). 
A redemption under Sec. 302(b)(3) is speci- 
fically excepted from Sec. 306, Sec. 306(b) 
(1)(B). 

“See Note, 40 Virginia Law Review 43, 45 
(1954). See, e.g., Leopold Adler, CCH Dec. 
8596, 30 BTA 897, 906 (1934). 

“H. R. 8300, 83d Cong., 2d Sess. (1954), 
Secs. 302 and 336(a). See H. Rept. 1337, 
83d Cong., 2d Sess. (1954), p. 34. 
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ownership rules of Section 318(a) 
have some application to Section 302 
(b) (1), if this section is to offer any 
flexibility, such attribution should not 
be conclusive. Rather, it should be 
only one factor, along with others, in 
reaching an appropriate result in each 
case.” Nevertheless, in two rulings 
the Commissioner went no further 
than attribution of ownership when 
he found that the redemption distri- 
butions did not qualify for sale or ex- 
change treatment under Section 302 
(b)(1).*8. Whether the courts will be 
more flexible in their application of 
the attribution rules to Section 302 
(b)(1), or whether they will accept 
the Commissioner’s conclusive ap- 
proach but will hold that a different 
definition of “equivalent to a. divi- 
dend” is to be applied in these con- 
structive ownership cases, or whether 
they will fully sustain the Commis- 
sioner, remains to be seen. It is now 
very unclear how far the usefulness 
of Section 302(b)(1) extends, espe- 


cially in light of the Congressional 
language that Section 302 looks only 
to events .at the shareholder level.” 


Arguably, Section 302 goes well be- 
yond this shareholder-level limitation 
and is the appropriate section for de- 
termining the tax status of all cor- 
porate redemptions, except those 


“See S. Rept. 1622, 83d Cong., 2d Sess. 
(1954), pp. 41-42, 44. 

“See S. Rept. 1622, cited at. footnote 43, 
at p. 234. 

“See Note, 71 Harvard Law Review. 687, 
708 (1958); Note, 103 University of Pennsyl- 
vania Law Review 936, 944 (1955). 

“See Regs. Sec. 1.302-2(b) (1955). 

* Sec. 302(b)(1) should be used to allevi- 
ate the hardships of the attribution rules. 
See Subchapter C Proposed Amendments, cited 
at footnote 26, at Sec. 302(b)(6); Revised 
Report on Subchapter C, cited at footnote 26, 
at pp. 5-6; Laikin, work cited at footnote 27, 
at pp. 687-688; Wolfman, work cited at foot- 
note 37, at p. 385. 

“Rev. Rul. 56-103, 1956-1 CB 159; Rev. 
Rul. 55-515, 1955-2 CB 222. 

“S. Rept. 1622, cited at footnote 43, at 
p. 49. 
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which are the result of a complete or 
partial contraction or dissolution of 
the business and thus fall within Sec- 
tions 331 and 346—the liquidation 
provisions.*° This suggested approach 
brings about a. clear distinction be- 
tween redemptions under Section 302 
and partial liquidation under Section 
346, a necessary situation since the 
two sections give rise to somewhat 
different tax consequences. 


“Partial liquidation” in Section 346, 
the only other section which could 
apply to the redemptions herein dis- 
cussed, sounds, in its everyday usage, 
like corporate contraction or split-up. 
“Redemption” is more of a catch-all 
term, and since Section 302 is typified 
only as “distributions in redemption,” 
it should be the catch-all section. 
Treating Section 302 as a catch-all, it 
seems reasonable that both corporate 
purposes as well as events on the 
shareholder level should be significant 
in a determination of those distribu- 
tions which are not “equivalent to a 
dividend.” 


On the assumption that Section 302 
(b)(1) is so typified, there are certain 
situations which seem entitled to sale 
or exchange treatment. A bona fide 
attempt to meet the requirements of 
the specific tests of Section 302(b) (2) 
or (3), which fails because of some 
technical oversight or some very indi- 
rect attribution of ownership, should 





” But see Brodsky, “Partial Liquidation: 
Definition of Partial Liquidation and Rules 
for Determining Termination of a Busi- 
ness,” Proceedings of New York University 
Fifteenth Annual Institute on Federal Taxa- 
tion (1957), pp. 539, 552. 

"See, e¢. g:, A. C. Monk, CCH Dec. 
16,007(M), 6 TCM 1015 (1947) (to assure 
extension of credit to the corporation); 
Clara Louise Flinn, CCH Dec. 10,061, 37 
BTA 1085 (1938) (to avoid a forced dis- 
solution of the company); Rev. Rul. 54-230, 
1954-1 CB 114 (prearranged agreement re- 
quiring redemption). 

For those factors stressed under Sec. 
115(g), Internal Revenue Code of 1939, see 


How to Redeem Shareholder's Stock 


be found not to be equivalent to a 
dividend. Also, this treatment should 
occur if.a corporate business purpose 
motivates the buy-out, and if there is 
some good reason why the stock was 
not disposed of in another fashion.*' 


Of course a business-purpose test 
is often no more than the statement 
of a conclusion, especially in the close 
corporation context where shareholder 
and corporate motives are almost 
merged.®* The phrase is here used to 
describe certain extreme and unusual 
situations which are most quickly, 
simply and inexpensively solved by a 
redemption. One such example is 
when dissension between shareholders 
threatens to dissolve the company.** 
Even if the remaining shareholders 
have their ownership attributed to the 
distributee, thereby precluding the 
application of Section 302(b)(3), the 
existence of the dissension rebuts 
the rationale underlying such attribu- 
tion—that through certain continuing 
relationships the distributee has not 
effectively given up his equity interest 
in the corporation. Therefore, from 
a statutory purpose standpoint, appli- 
cation here of Section 302(b) (1) seems 
proper. Such a result also seems jus- 
tified as a matter of economic policy. 
Taxation of this transaction as a sale 
or exchange, and therefore, most 
likely, at long-term capital gains rates, 
would probably increase the frequency 
of corporate buy-outs, with a con- 





U. S. v. Fewell, 58-2 ustc ¥ 9551, 255 F. 2d 
496, 500 (CA-5); Note, 103 University of 
Pennsylvania Law Review 936, 937-939 (1955). 

* See, e. g., Lewis v. Commissioner, 49-2 
ustc § 9377, 176 F. 2d 646, 650 (CA-1); 
Estate of Henry A. Golwynne, CCH Dec. 
21,954, 26 TC 1209, 1212 (1956). 

See, e. g., the fact situations in Fox v. 
Harrison, 44-2 ustc $9512, 145 F. 2d 521 
(CA-7); Fred F. Fischer, CCH Dec. 
15,797(M), 6 TCM 520 (1947); Ruphane B. 
Iverson, CCH Dec. 8372, 29 BTA 863 
(1934). 





comitant decrease in the severity and 
longevity of dissension. Such treat- 
ment would also decrease the cost of 
such buy-outs to the corporation, to 
the extent that the distributee retains 
a larger net after taxes, thus releasing 
some working capital for more pro- 
ductive objectives. 

Another situation which should fall 
within Section 302(b)(1) is when the 
redemption is the result of the dis- 
tributee’s complete, in fact and not 
just form, retirement from the busi- 
ness.°* Here, again, harmony and 
continuity of corporate management 
and skill seem to be the primary forces 
behind the redemption, and they seem 
to be sufficient to overcome any pre- 
sumption that the transaction was a 
scheme to drain off corporate earnings 
at capital gains rates. Unless the tax 
law is to disrupt the present owner- 
manager organization of the close 
corporations, it should, and by the 
above suggestion would, encourage 
complete redemptions upon a stock- 
holder’s retirement from the active 
conduct of the business. 


However, the necessity of having 
shares available for sale to key em- 
ployees should not alone be a sufficient 
business purpose to support the find- 
ings of a sale or exchange. The cor- 
poration could easily enough issue 
new shares, or the distributee could 
sell his stock directly to the eager 
employees. Although the courts, 
under the 1939 Code, recognized such 
a motive as sufficient to support the 
conclusion that the transaction was 
not equivalent to a dividend, the 


™ See, e. g., Carter Tiffany, cited at foot- 
note 10. 

% Commissioner v. Snite, 49-2 ustc J 9470, 
177 F. 2d 819 (CA-7), af’g CCH Dec. 
16,311, 10 TC 523 (1948); Smith v. U. S., 
55-1 ustc J 9409, 130 F. Supp. 586 (Ct. Cls.); 
H. F. Asmussen, CCH Dec. 9808, 36 BTA 
878 (1937). 

®See Rev. Rul. 56-182, 1956-1 CB 157. 

* If a redemption qualifies under both Secs. 
302 and 346, Sec. 346 controls. See Regs. 


178 


February, 1961 @ 


Commissioner’s view has not changed,** 
and, under the present Code and a 
more stringent standard, these cases 
could come out differently. 


Redemption in Partial Liquidation— 
Section 346(a2) 


Under limited circumstances, a re- 
demption distribution may be taxed 
at capital gains rates as a partial liqui- 
dation, which is defined in Section 
346(a)(2) as a distribution “not es- 
sentially equivalent to a dividend, .. . 
in redemption of a part of the stock 
of the corporation pursuant to a plan 

...* Tt is not clear exactly how 
the two sections, 302(a) and 346(a) (2), 
are to be distinguished. The Senate 
report limits Section 346 to the con- 
sideration of events at the corporate 
level.°** Primarily, the section seems 
to involve the concept of “corporate 
contraction,” as developed under the 
1939 Code. Although the present 
Code language contains no reference 
to “corporate contractions,” the House 
bill was expressly so limited,®° and 
such a constrained significance for 
this section seems reasonable. 


In determining the breadth of. sit- 
uations which Section 346(a)(2) en- 
compasses, the fact that the attribution 
rules of Section 318(a) do not ap- 
ply to it seems important. The rea- 
son for capital gains treatment in 
Section 302, as especially seen in Sec- 
tion 302(b)(3), seems to be because 
such redemptions do not resemble 
dividends. For example, it is difficult 
to see how one who is no longer a 


Sec. 1.346-2 (1955); S. Rept. 1622, cited at 
footnote 43, at pp. 233, 262. 

Any discussion of Sec. 346(b) is beyond 
the scope of this paper. 

*S. Rept. No. 1622, cited at footnote 43, 
at p. 49. 

*S. Rept. No. 1622, cited at footnote 43, 
at pp. 261-262. See Regs. Sec. 1.346-1(a) (2) 
(1955). 

@H. R. 8300, 83d Cong., 2d Sess. (1954), 
Sec. 336(a). 
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shareholder can receive a dividend. 
Attribution-of-ownership rules apply 
here because the determination of 
what looks like a dividend depends 
upon the shareholder’s equity inter- 
ests in the corporation. Since attri- 
bution of ownership is irrelevant for 
purposes of Section 346, the rationale 
underlying its sale or exchange treat- 
ment must be something other than 
unlikeness to a dividend. 


The only other applicable rationale 
seems to be that underlying Section 
331—that is, that upon the dissolution 
of a corporation, corporate assets can 
be withdrawn by the shareholders 
with a minimum of tax effects.** The 
reference in Section 331(a)(2) to Sec- 
tion 346, as well as the fact that 
Section 346(a)(1) encompasses distri- 
butions which are steps in a complete 
liquidation, seems to support a theory 
that Section 346(a)(2) is to be con- 
strued in terms of the meaning of 
“liquidation” as that word is used-in 


Section 33l(a). “Liquidation” sounds 
like dissolution, shutting down, divid- 
ing up, and, arguably, Section 346 


(a) (2) 
limits.” 
In the confining of Section 346(a) (2) 
to “corporate contractions,” which ap- 
pears to be the current trend,®* what, 
exactly, is meant by this phrase, apart 


does not go beyond these 


"Cf, Sec. 731. The withdrawal of part- 
nership assets also is generally a nontaxable 
event. 

“But see Surrey and Warren, Federal In- 
come Taxation, Cases and Materials (Ed., 
1955), p. 1080. 

“See Bittker, “Stock Redemptions and 
Partial Liquidations Under the Internal Rev- 
enue Code of 1954,” 9 Stanford Law Review 
13, 23 (1956); Emery, “Redemptions of Cor- 
porate Stock,” Proceedings of Tulane Fifth 
Annual Institute on Federal Taxation (1956), 
pp. 226, 258; Note, 103 University of Penn- 
sylvania Law Review 936, 960 (1955). 

“See Regs. Sec. 1.346-1(a) (1955); S. 
Rept. 1622, cited at footnote 43, at p. 262; 
Edward L. Kraus, CCH Dec. 14,944, 6 TC 
105 (1946). 
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from the specific test of Section 
346(b)? Distributions of cash or 
liquid assets held as a reserve for ex- 
pansion clearly do not qualify.** Some 
contraction of the scope and volume 
of the corporate business, and pos- 
sibly even a diminution in the corpo- 
ration’s fixed assets, appears essential.® 
The regulations give as an example 
of a partial liquidation the case of 
Joseph W. Imler.°° Here there was a 
contraction of the fixed assets used 
in the business, and, possibly, a reduc- 
tion in the volume of business. In 
contrast, it has been held that there 
was no partial liquidation when the 
fixed assets, as well as the capital 
needs of the business, remained at 
approximately the same level before 
and after the redemption.” 


While the distinction between con- 
tractions where the assets of the cor- 
poration are distributed—or the assets 
are sold and the proceeds distributed 
—and distributions out of reserves 
for expansion has been criticized as 
illogical,®* the distinction nevertheless 
has merit from a preservation-of-the- 
tax-revenue standpoint. Tax avoid- 
ance schemes which meet the technical 
requirements of Section 346(a)(2), 
but thwart its rationale, are less likely 
to occur when the corporation must 
buy assets and apparently use them 
in the business for some time before 


“See Bittker, cited at footnote 63, at p. 
23. Partial liquidations should be found 
only to the extent that the distribution is 
attributed to this contraction. See Rev. Rul. 
55-373, 1955-1 CB 363. 

“CCH Dec. 16,691, 11 TC 836 (1948); 
Regs. Sec. 1.346-1(a)(2) (1955). See, also, 
Commissioner v. Sullivan, 54-1 ustc { 9257, 
210 F. 2d 607 (CA-5), aff’g CCH Dec. 
18,812, 17 TC 1420 (1952) (corporate activi- 
ties narrowed). 

* Estate of Charles D. Chandler, CCH Dec. 
20,546, 22 TC 1158, 1166 (1954), aff’d per 
curiam, 56-1 ustc $9181, 228 F. 2d 909 
(CA-6, 1955). 

“See Bittker, cited at footnote 63, at p. 
23; Note, 103 University of Pennsylvania Law 
Review 936, 958-959 (1955). 
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a redemption distribution will qualify 
as a partial liquidation. 


However, not every corporate con- 
traction should be so classified. The 
“equivalent to a dividend” proscrip- 
tion of Section 346(a)(2) seems to 
imply that there should be some good 
business reason, and not merely a 
desire to drain off corporate earnings 
at capital gains rates, behind the con- 
traction.” Continued decline of sales 
to a lower level, competition causing 
retrenchment of the business, aban- 
donment of unprofitable lines of prod- 
ucts, physical destruction of corporate 
assets, and sale of a branch of the 
business have all been found to be 
reasons sufficient to support partial 
liquidation treatment.”° 


Thus, there may be situations where 
a complete redemption merits ex- 
change, and not dividend, treatment 
because it is a partial liquidation 
within the meaning of Section 346 
(a)(2). For example, in Lucius 
Pitkin, Inc.,"* the distributee received 
the assets of a separate department 
of the business; and, in one ruling,” 
there was a change in corporate ac- 
tivities when, after the death of a 
key manager-shareholder, a supplier 
revoked the franchise under which 
a major portion of the company’s 
business was carried on. In both 
cases the distribution was an exchange, 
and not equivalent to a dividend. 


“Cf. Rev. Rul. 58-565, 1958-2 CB 140; 
where the prolonged retention by the cor- 
poration of funds received from the sale by 
a real estate corporation of one of its build- 
ings rebutted any business motive which 
might have justified the finding of a partial 
liquidation. 

”See Brodsky, cited at footnote 50, at p. 
548, and cases cited therein. Compare Com- 
missioner v. Sullivan, cited at footnote 66, 
wherein a partial liquidation was found, 
although there appears to be no business pur- 
pose behind the distribution of some corpo- 
rate assets to the shareholders who operated 
these assets in the same fashion as the cor- 
poration would have. This is a questionable 
result. 
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COLLATERAL CONSIDERATIONS 


Collapsible Corporations— 
Section 341(aX2) 


Although a distributee qualifies for 
capital gains treatment under Sections 
302(a) or 346(a), his éxpectancy could 
be defeated if it were found that the 
corporation was “collapsible.” Sec- 
tion 341 provides that gain from the 
sale or exchange of stock in a col- 
lapsible corporation, or distributions 
in partial or complete liquidation of a 
collapsible corporation, shali, except 
in certain specified situations, be con- 
sidered as gain from the sale of prop- 
erty which is not a capital asset. 
Since the language of the Code and 
the regulations * proscribe only dis- 
tributions in partial or complete liqui- 
dation, it is arguable that Section 
341(a) does not apply to Section 302(a) 
redemptions.’® This argument seems 
weak. The whole purpose of Section 
341 is to prevent, in certain cases, the 
use of a device whereby through dis- 
tributions, or the sale of a corpora- 
tion, ordinary income is transformed 
into capital gains. Since Section 
302(a), as well as Sections 331 and 
346(a), offer the benefit of taxation 
at capital gains rates, Section 341 
should, and probably will, be held to 
encompass all three types of redemp- 
tions. This result could be reached 
by construing “partial liquidation” 


™ When a transaction qualifies as an ex- 
change under both Sec. 302(a) and Sec. 346, 
only Sec. 346 is applicable. Regs. Sec. 
1.346-2 (1955). 

*® CCH Dec. 17,232, 13 TC 547 (1949). 

*® Rev. Rul. 55-373, 1955-1 CB 363: 

™*Sec. 341(a)(2); Regs. Sec. 1.341-1(b) 
(1955). 

* See Axelrod, “Tax Advantages and Pit- 
falls in Collapsible Corporations and Part- 
nerships,” 34 Taxes 841, 847-848 (1956); 
De Wind and Anthoine, “Collapsible Cor- 
porations,” 56 Columbia Law Review 475, 
480-481 (1956). 
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similarly to the way it was used in 
Section 115(c) of the Internal Reve- 
nue Code of 1939—that is, to include 
all redemptions which are treated as 
sales or exchanges.*® 


Losses from Transactions 


Between Related Taxpayers— 
Section 267(aX1) 


If the distribution is deemed to be 
a sale or exchange under Section 
302(a), and the distributee incurs a 
loss, this loss might not be recognized 
if it can be typified as a loss from a 
sale or exchange of property between 
“an individual and a corporation more 
than 50% in value of the outstanding 
stock of which is owned. .. by or for 
such individual.” ** Arguably, the 
provision in Section 267(a) (1) which 
exempts from its application “distri- 
butions in corporate liquidations” en- 
compasses, within its meaning, Section 
302(a) redemptions. The Commis- 
sioner, however, has maintained the 
distinction, and has applied Section 
267(a)(1) to Section 302(a) transac- 
tions."® 


The Commissioner’s approach seems 


questionable. Section 267(a) speaks 
of losses on “sales or exchanges,” 
while Section 302(a) only deems the 
transactions therein to be so typified. 
In fact, redemptions, like liquidations, 
are not truly sales or exchanges, be- 
cause the corporation receives nothing 
of value and the shareholder receives 
only what he already owns. Further- 
more, a corporation’s own stock is not 


"See Emery, cited at footnote 63, at p. 
264; Subchapter C Proposed Amendments, 
cited: at footnote 26, at Sec. 343(a)(1)(C); 
Revised Report on Subchapter C, cited at 
footnote 26, at pp. 37-39. Cf. Regs. Sec. 
1.562-1(b)(1) (1958). 

™ Sec. 267(a)(1) and (b)(2). A partial 
redemption, wherein the distributee’s own- 
ership is reduced below 50 per cent, seems 
to be within the proscription. Cf. W. A. 
Drake, Inc. v. Commissioner, 44-2 ustc J 9503, 
145 F. 2d 365 (CA-10). 
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“property” to that corporation,’® so 
that, in a redemption, there has not 
been an “exchange of property” as 
Section 267(a)(1) requires. 

Finally, the same argument can be 
made here as was made when con- 
struing Section 341, which is that the 
definition of partial liquidation in Sec- 
tion 346 is not necessarily controlling 
for purposes .of Section 267. But 
rather, “liquidation,” as used in Sec- 
tion 267(a)(1), has the breadth of its 
meaning under Section 115(c) of the 
1939 Code, and hence includes all re- 
demptions which are not “equivalent 
to a dividend.” 


Basis Adjustments 


Finally, the shareholders against 
whom run the tax consequences of the 
transactions herein envisioned must 
make certain basis adjustments. If a 
redemption distribution is taxed as 
equivalent to a dividend, what hap- 
pens to the distributee’s basis in the 
stock which he has given up? The 
regulations,®*° not the Code, recognize 
this problem, but do not offer a com- 
plete solution. The examples in the 
regulations, which assume that the 
basis of those shares which are re- 
deemed but do not qualify for sale or 
exchange treatment is not lost, pro- 
vide that if the distributee has re- 
tained some shares in the corporation, 
the basis of these shares is to be in- 
creased to the extent of the aggregate 
basis of the shares redeemed.** When 
the distributee retains different classes 


* Rev. Rul. 57-387, 1957-2 CB 225, 227. 

“Cf. Regs. Sec. 1.317-1 (1955), wherein 
“property” is defined as anything other than 
stock in the redeeming corporation. 

* Regs. Sec. 1.302-2(c) (Ex. 1-3) (1955). 

* Regs. Sec. 1.302-2(c) (Ex. 1) (1955). If, 
in a redemption, the number of shares 
deemed redeemed is greater than those sur- 
rendered, a reduction in the basis of the 
retained shares seems proper. 





of shares, some allocation of this basis 
adjustment seems necessary, although 
how it is to be done is not clear. Any 
rational method would probably be 
acceptable. 

When the distributee has not re- 
tained stock in the corporation, and 
the redemption is denied capital gains 
treatment because of the attribution- 
of-ownership rules, another solution 
must be sought. Arguably, the basis 


for the redeemed stock should go to 
those persons whose stock ownership 
is attributed to the distributee, since 
the attribution concept rests upon a 
theory of unity of own ership. 


But this result seems to carry the at- 
tribution theory too far. There appears 
to be no good reason for giving a 
windfall to these other shareholders 
whose association with the distributee 
might, in fact, be very attenuated. 
Furthermore, such a transfer of basis 
might be administratively difficult.*? 
Nor is there good reason to make the 
distributee lose his basis.** 


An appropriate solution is to give 
the distributee either an ordinary or 
a capital loss—probably a capital loss; 
or to give the distributee an option to 
take the loss, or to transfer his basis 
to those persons whose ownership is 
attributed to him.** While the lan- 
guage of the Code does not readily 
support a capital loss, since it is diffi- 
cult to find any “sale or exchange,” 
an ordinary loss seems even more in- 
appropriate, since such a loss would 
greatly offset the effect of treating 
the distribution as equivalent to a 
dividend.* 


* But see Regs. Sec. 1.302-2(c) (Ex. 2). 

See Nolan, “The Uncertain Tax Treat- 
ment of Stock Redemptions: A Legislative 
Proposal,” 65 Harvard Law Review 255, 275- 
276, 281-282. 

See Subchapter C Proposed Amendments, 
cited at footnote 26, at Sec. 302(e); Revised 
Report on Subchapter C, cited at footnote 26, 
at pp. 7-8. 
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CONCLUSION 

The lesson to be learned from this 
analysis is the importance of form and 
tax sophistication in the area of com- 
plete redemptions by a close corpora- 
tion. Drastically different tax liabilities 
can accrue merely because of slight 
changes in form or in the sequence 
of events. Admittedly, this state of 
affairs is extremely unfair in that it 
puts a premium on expert advice, 
something to which not all persons 
have access. But so long as the cor- 
porate and stockholder entities are to 
be kept distinct, the stress upon, and 
recognition of, form will probably 
have to continue. 

Another lesson which this analysis 
suggests is the impact which tax con- 
sequences can have on the existing 
structure of corporations, especially 
close corporations. Any overly strict 
and conclusive application of the 
attribution-of-ownership rules, and 
any use of a benefit test to determine 
tax consequences, could be disastrous 
to the close corporation structure. 
Corporate buy-outs seem to be as 
much a part of close corporations as 
the conduct of the business by the 
shareholder-managers.** Therefore, if 
these buy-out agreements are discour- 
aged by adverse tax treatment, one 
can expect a change in this form of 
business organization. It should be 
for Congress, not the courts, to decide 
whether such a change is to be pro- 
voked. The analysis here favors those 
interpretations, which preserve and 
facilitate the organization of today’s 
typical close corporations. How the 
courts will act remains to be seen. 


[The End] 


Sec. 1222. See Nolan, work cited at 
footnote 83, at pp. 276-278. 

*See O'Neal, Close Corporations (1958), 
Sec. 1.07; Winer, “Proposing a New York 
‘Close Corporation Law,’” 28 Cornell Law 
Quarterly 313, 314 (1943); Symposium, 52 
Northwestern University Law Review 345, 
346-347, 350 (1957). 
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FROM THE THOUGHTFUL TAX MAN—Continued from page 67 


and equipment as well as for the pur- 
chase of buildings. 

Regarding the revocation of grants 
of tax exemption, the writers make 
the following statements in their article: 


“Considering the real purpose of 
the incentive program and particularly 
as its objectives of industrialization 
reach the saturation point, it is not 
unreasonable to suppose that a grant, 
even ‘though once obtained, might 
nevertheless be revoked if the grantee 
in its operations treads a marginal 
line by such means as confining its 
Puerto Rican operations to nominal 
manufacturing activity and insubstantial 
employment of native labor.” 


Tax exemption is granted not for 
a “nominal manufacturing activity” 
but for a genuine or customary manu- 
facturing operation. If X corporation 
obtains tax exemption on a repre- 
sentation that it will manufacture 
shoes starting with leather and find- 
ings, and later, instead of manufactur- 
ing shoes, X merely imports shoes to 
package them in its factory, it is vio- 
lating the terms of the grant and be- 
comes liable to revocation. A more 
legitimate line of inquiry would be 
whether the commonwealth govern- 
ment has been capricious in its ad- 
ministration of the acts. 


On the subject of revocation the 
article states: 


“There is some speculation that 
Puerto Rico will not find it necessary 
to extend any of the exemptions soon 
to expire for many of the corporations 
doing business in Puerto Rico and, 
further, that it may, in fact, in the 
none too distant future, close the door 
to any new and further exemptions by 
repealing the Industrial Incentive Act 
of 1954 [authors refer here to Act No. 
6 of December 15, 1953, as amended. ] 
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Although it is difficult to speculate how 
a business which has obtained an ex- 
emption with several years to run would 
have its charter revoked as long as it 
conforms with the charter provisions 
and the spirit of the exemption, the ad- 
ministrators of the act do have quite 
broad discretionary powers. It is re- 
motely conceivable that they would 
grasp at arbitrary straws to find reasons 
for revoking the exemption. This is too 
nebulous an area, however, to say much 
more than that there may be a risk in- 
volved.” (Italics supplied.) 


According to the provisions in the 
Industrial Incentive Act of 1953 re- 
garding revocation, a decree of tax 
exemption is not just an insignificant 
piece of paper. Section 5 of Act No. 
6 of December 15, 1953, as amended, 
provides that “The grants of tax ex- 
emption under this Act shall be con- 
sidered in the mature of a contract 
between the grantee and the Common- 
wealth of Puerto Rico.” Thus it is a 
document that binds both parties. In 
this matter of revocation, Section 
5(d) specifically sets forth the grounds: 


“The Governor, after permitting 
the person to whom the exemption 
has been granted to appear and be 
heard before him or before any person 
appointed for such purpose, who shall 
report his conclusions and recom- 


mendations to the Governor, and 
upon the recommendations of the 
Secretary of the Treasury, Secretary 
of Justice, Secretary of Labor, the 
Economic Development Administrator 
and the Industrial Tax Exemption Of- 
fice, may or shall revoke any tax exemp- 
tion granted hereunder, as hereinafter 
provided : 


“(1) Permissive Revocation.—The 
Governor may decree such revocation 
in the following cases: 


183 





“(A) When the person to whom 
the exemption has been granted fails 
to comply with any of the obligations 
imposed on him by this Act, by the 
regulations promulgated hereunder, 
or by the terms of the declaration of 
exemption ; 


“(B) When the person to whom 
the exemption has been granted either 
does not commence or fails to com- 
plete the construction of the installa- 


manufactured products which he pro- 
poses to produce or fails to commence 
such production, within the periods 
fixed for such purposes in the grant 
of exemption, which periods may be 
extended by the Governor whenever, 
in his judgment, just cause exists 
therefor, provided that no period shall 
be originally fixed in excess of 3 years 
from the date of the exemption grant 
for the commencement of operations ; 
and 


“(C) When the person to whom 
the exemption has been granted dis- 
continues production on a commercial 
scale or operations in any business 
eligible under Paragraphs (1), (2), 
(3), (5) or (6) of Section 2(d) of this 
Act for more than thirty (30) days 
without the authorization of the Gov- 
ernor. The Governor shall authorize 
such discontinuances for periods of 
more than thirty (30) days when they 
are the result of causes beyond the con- 
trol of such persons. 


“The permissive revocation shall be 
effective from the date when the grantee 
of the tax exemption incurred in the 
fault on which the order of the revo- 
cation is predicated. 


“In the case of a hotel, when the 
grantee operates it in violation of the 
provisions of the existing Minimum 
Requirements Code of Tax-exempt 
Hotels, the Governor may suspend 
the tax exemption for periods of not 
less than one (1) year. The periods 
of suspension or suspensions shall be 
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The present system of Federal tax rates 
and methods is a relic of uninformed 
and misguided thinking of the past. 

It is no more suited to the requirements 
of the present and the future 

than is the notion that our economy 
by the 1930's had reached a stage 

of permanent maturity. To defend the 
present system is to look backward, 
not forward.—Representative A. S. 
Herlong, Jr., of Florida. 


taken into consideration upon com- 
puting the duration period of the 
exemption. 

“(2) Mandatory Revocation. — A 
tax exemption granted hereunder shall 
be revoked by the Governor of Puerto 
Rico if it was obtained by falsely or 
fraudulently representing the nature 
of the product or products manufac- 
tured or planted and cultivated, or for 
being manufactured or planted and 
cultivated, or the nature or extent 
of the manufacturing or production 
process performed cor to be performed 
in Puerto Rico or by falsely or fraudu- 
lently representing that the property 
is or shall be devoted to industria] 
development or by falsely or fraudu- 
lently representing any other facts or 
circumstances upon which the exemp- 
tion granted was predicated in whole 
or in part. In the event of such re- 
vocation, all the net income previously 
reported as industrial development in- 
come as well as all distributions 
thereof shall be subject to the normal 
tax and the surtax und the taxpayer 
shall be deemed to have filed a false 
or fraudulent return with intent to 
evade the payment of taxes, and, there- 
fore, subject to the penal provisions 
of the income tax laws in force in 
Puerto Rico. The tax due in such 
case as well as any other taxes there- 
tofore exempted and unpaid shall be- 
come due and payable and shall be 
assessed and collected in accordance 
with the provisions of the tax laws in 
force.” 
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Further protection is given to the 
grantee by providing in Section 9 that 
any grantee adversely affected or ag- 
grieved by any action taken by the 
governor under Section 5(d)(Z) shall 
be entitled to judicial review thereof 
by filing an appeal with the Superior 
Court of Puerto Rico, San Juan Sec- 
tion, within 30 days after the final de- 
cision or adjudication by the governor. 

Said Section 9 further provides: 

“Pending judicial review the Gov- 
ernor is authorized, where he finds 
that justice so requires, to postpone 
the effective date of any action taken 
by him upon such conditions as may 
be required and to the extent neces- 
sary to prevent irreparable injury. 
Where such postponement is applied 
for and denied, the reviewing court 
(including the Supreme Court of 
Puerco Rico upon application for cer- 
tiorari as hereinafter provided) may 
issue all necessary and appropriate 
process to postpone the effective date 
of any action taken by the Governor 
or to preserve the status or rights of 
the parties. pending conclusion of the 
review proceedings, after bond is given 
in favor of and acceptable to the 
Secretary of the Treasury of Puerto 
Rico and before him, in the amount of 
the taxes theretofore exempted and 
unpaid plus interest and penalties, 
and interest computed for a period of 
one year at the rate of 6 per cent per 
annum. 

“Any decision or judgment rendered 
by the Superior Court of Puerto Rico 
shall be subject to review by the Su- 
preme Court of Puerto Rico upon 
application by any of the parties for a 
writ of certiorari in the manner pro- 
vided by law.” 


As a matter of record, the Common- 
wealth of Puerto Rico has not yet 
revoked any grant of tax exemption 
on the basis of fraud. The few revo- 
cations have been permissive revoca- 
tions—most of them at the request of 
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. . . the general economic picture 

is less favorable than was expected 
when the 1960-1961 budget was 
prepared. Revenues are slightly 
below estimate, and welfare costs 
are up markedly. We are therefore 
fortunate that we had adequate 
surplus funds to permit us to keep 

the current budget in balance. 

We will not be so fortunate in the 
1961-1962 budget year. 

After surveying the general situation, 
however, | see no reason to recommend 
new taxes. Continued frugality and 
economy in government will enable us 
to meet our commitments without 
new revenues.—From the Biennial 
Message of Governor Edmund G. Brown 
of California, January 3, 1961. 


the petitioner, based on his decision 
not to start operations under the grant. 


It is further asserted that “it would 
be folly to assume that Puerto Rico 
will pursue a course of not increasing 
taxes.” It mentions an increase in 
present taxes as another risk when 
the exemption terminates. It so hap- 
pens, however, that Puerto Rico has 
already taken a step toward the re- 
duction of taxes. According to Act 
No. 81, approved on June 26, 1959, it 
is provided that as of July 1, 1961, the 
Puerto Rican Income Tax (or the 
withholding income tax) on dividends 
payable to foreign corporations and 
partnerships (that is, United States 
or non-Puerto Rican corporations and 
partnerships) not engaged in business 
in Puerto Rico, will be reduced from 
29 per cent to 15 per cent of said 
income. 

It is further mentioned in this arti- 
cle that other so-called risks and 
matters which should be taken in con- 
sideration before deciding to do busi- 
ness in Puerto Rico are the Puerto 
Rican habit of siestas and fiestas, a 
change in attitude of the Puerto Rican 
Government toward foreign business, 
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and the severance of family attach- 
ments for the manufacturer or his 
plant managers. 


The siesta is as foreign to present 
Puerto Rican businessmen and labor 
as it is in the United States. Our 
lunch intermission is one hour for 
employees and a sandwich while 
working for most executives, business- 
men and professionals. The fiestas 
are only on legal holidays, and these 
in number are comparable to the ones 
in the States. If the authors of the 
article ever come to Puerto Rico, they 
will be greatly disappointed because 
they will find no one sleeping the 
siesta under a big sombrero or groups 
of men playing the guitar and making 
a fiesta at the drop of a hat, 


Regarding the Puerto Rican atti- 
tude toward so-called foreign busi- 


ness: On this score I believe that the 
fact that more and more continentals 
are coming down to live in Puerto 
Rico and on retirement remain in 
Puerto Rico is the best proof of the 
Puerto Rican attitude toward brother 
citizens across the ocean. This 
friendly attitude is in turn backed by 
the government in its everyday treat- 
ment of the continental firms and in- 
dustries established in Puerto Rico. 


As to the severance of family at- 
tachments, on this score there is not 
much to say, but that those that come 
down here love it so much that they can- 
not sever their new local attachments. 

I have just commented on the main 
points, but this should not be inter- 
preted to mean agreement with the 
authors on the others. [The End] 


EXTRA FUNDS FOR INTERNAL REVENUE SERVICE 


The 1962 fiscal-year budget message of President Eisen- 
hower asks for an increase of $36 million in funds available to 
the IRS. That would make its total appropriation $450 million 
for the year starting next June. 


Just how some of that extra money would be spent is ex- 
plained in these words from President Eisenhower’s budget 
message : 


“Ultimately, all aspects of tax administration capable of 
being mechanized will be handled electronically.” 


Automatic data processing—that is the answer. But there 
is more to it. 


The President further said: “Legislation should be en- 
acted to authorize the adoption of tax account numbers which 
are needed for mechanical and electronic processing. 


“Legislation to authorize the consolidated reporting. by 
employers of wages for income tax and social security pur- 
poses should also be enacted. Such legislation would produce 
considerable savings for both employers and the Government 
by reducing paper work and would also help in enforcing the 
tax laws. Nearly 4 million employers could be relieved of the 
need to file for social security purposes 14 million separate 
quarterly wage reports each year covering over 230 million 
wage items.” 
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STATE TAX NEWS 


EW YORK RESIDENTS will enjoy a 10 per cent reduction in 

personal income taxes for the calendar year of 1960. The reduc- 
tion was approved by the state legislature after Governor Nelson 
Rockefeller urged a tax cut in his annual message to the legislators. 
New York’s expected surplus for the current fiscal year will more 
than cover the predicted $90 million saving to taxpayers due to the 
tax cut. The reduction applies to the amount of tax due after deduction 
of the statutory credits to which the taxpayer is entitled. 


No action has been taken on Rockefeller’s proposal to permit 
nonresidents to itemize the same deductions that residents can claim 
in the proportion that their New York income bears to their total 
income. This proposal would eliminate inequities in the taxation of 
nonresidents’ personal income. 


In other states, the governors of California, Massachusetts and 
Montana all advised the legislatures of their states that no new taxes 
would be necessary for current fiscal operations. In Oklahoma, how- 
ever, Governor Edmondson declared in his budget message that the 
state must either curtail state services or increase tax revenues. He 
has sent two separate budget messages to the legislature: One calls 
for a reduction of governmental services to allow operation within 
the current revenue, while the other would call for an additional $49 
million in new revenues. 


The governor of West Virginia has approved S. B. 2, which levies 
an additional sales tax at the rate of one cent on each dollar in excess 
of the first dollar of the sale price. This additional tax will be imposed 
through June 30. Another bill, S. B. 3, which would extend the 
additional tax through August 31, is pending in the legislature. 


Pending Legislation 


New York.—A bill is pending in the senate which would provide 
a 0.5 per cent reduction throughout the income tax rate schedule for 
the taxable year ending December 31, 1960. The assembly is con- 
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sidering a bill eliminating the deduc- 
tion now allowed for federal taxes. 
Another assembly bill proposed to 
repeal the tax on cigarettes and to- 
bacco products. Atomic-age families 
would receive an income tax deduction 
of $500 for expenses incurred in build- 
ing a fallout shelter if A. B. 513 is 
passed. 


Maryland.—A house bill would up 
the state cigarette tax to six cents 
(current rate: three cents) while re- 
pealing all local cigarette taxes. Rev- 
enue from the state increase would 
then be distributed to local political 
subdivisions. 


Massachusetts.—Corporate tax law 
provisions defining “corporate excess” 
and “corporate excess employed 
within the Commonwealth” would be 
repealed in full if S. B. 374 is approved. 
The bill would also repeal the section 
specifying which deductions are not 
allowed in determining corporate ex- 
cess. This bill also proposes to alter 
the excise tax provisions for domestic 
and foreign corporations, and will re- 
peal the sections specifying the method 
for determination of the taxable excess 
of subsidiary corporations. 


Oklahoma.—A pending house bill 
seeks to increase tax rates on personal 
incomes beginning January 1, 1961. 
The new rates would be 1 per cent 
of the first $1,000; 2 per cent of the 
next $1,000; 3 per cent on the next 
$1,000; 4 per cent of the next $1,000; 
5 per cent of the next $1,000; 10 per 
cent of the next $1,000; 15 per cent 
of the next $1,000; and 20 per cent on 
the remaining net income. 


New Jersey.—Senate Bill 261 pro- 
poses to exempt from state taxation 
those agricultural cooperatives which 
are exempted by the federal Internal 
Revenue Code. 


Election Results 


Voters in several states were asked 
to consider propositions for tax re- 
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visions last November 8. Among those 
approved by the electorate were these 
measures: 


Sales taxes.— Michigan voters okayed 
a constitutional amendment allowing 
the legislature to impose a sales tax 
up to 4 per cent. The former maxi- 
mum was 3 per cent. In Arizona the 
share of state sales taxes allotted to 
municipalities was increased from 10 
to 25 per cent when the voters ap- 
proved an initiative petition. 

Property taxes.—Proposals were ap- 
proved in Nevada and Nebraska which 
exempt from property taxation per- 
sonal property in transit or stored in 
the state for shipment outside the 
state. Nebraska voters also authorized 
the legislature to treat livestock in 
the state for only part of the year 
differently from other property. 

Oregon voters. approved a proposal 
which will permit jurisdictions to apply 
taxes levied against the increase of 
property value in a redevelopment or 
urban renewal project to the retire- 
ment of debt incurred for such projects. 

In California, real property tax as- 
sessment for qualifying nonprofit golf 
courses will be based only on the use 
of the property as a golf course— 
ancillary uses will not be considered 
in the assessment. The proposal 
adopted does allow assessment for the 
value of minerals on the property, 
however. 

New Jersey's senior citizens were 
voted a. property tax exemption in 
the November election. A new con- 
stitutional amendment permits dwell- 
ing owners 65 years or older with an 
income of $5,000 or less to deduct up 
to $800 from the assessed valuation. 

A paraplegic veteran in California 
may retain the $5,000 property tax 
exemption. when, after disposing of a 
home acquired with federal help, he 
acquires a new home without federal 
aid. 
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Among the books reviewed this month are two 


recent university publications: 


Selected Problems 


in the Law of Corporate Practice (Vanderbilt) 
and The Supreme Court Review: 1960 (Chicago). 


Corporate Taxation 

Selected Problems in the Law of Cor- 
porate Practice. Edited by Thomas 
G. Roady, Jr., and William R. Ander- 
sen. Vanderbilt University Press, 
Nashville 5, Tennessee. 1960. 423 
pages. $10. 

Because the corporate organization 
has become the typical one in the 
economy at present, assuming in its 
growth an importance beyond that of 
any previous form, it is only natural 
that the number of statutes and the 
amount of literature and litigation 
pertaining to corporations have multi- 
plied so that they now fill countless 
volumes. The timely articles in this 
book make available to corporation 
officials and corporation counsel a 
scholarly treatment of some of their 
more frequent problems. The editors 
are members of the faculty of the 
Vanderbilt University School of Law. 


The heads of corporations will find 
particularly helpful the articles con- 
cerning state taxation of corporate 
income and taxation of the income of 
corporate officials (including the ef- 
fect of such taxation on the problem 


of obtaining executive talent). Other 
articles present studies by. eminent 
authorities on such questions as tax 
treatment of collapsible corporations, 
tax considerations in selecting a form 
of foreign business organization, Sub- 
chapter S of the Technical Amend- 
ments Act as it affects both partnerships 
and corporations, and the corporate 
guaranty. 


Books 


The Court and Taxation 

The Supreme Court Review: 1960. 
Edited by Philip Kurland. University 
of Chicago. Law School, Chicago 37, 
Illinois. 1960. 326 pages. $6. 


This hard-cover law review, to be 
issued annually, has been instituted 
to fill the gap of “sustained, disinter- 
ested, and competent criticism of the 
professional qualities of the Court’s 
opinions.” 


Charles L. B. Lowndes, a professor 
of law at Duke University, has authored 
an article on “Federal Taxation and 
the Supreme Court” for this volume. 
As he says: “The thesis of this paper 
is simple: It is time to rescue the 
Supreme Court from federal taxation ; 
it is time to rescue federal taxation 
from the Supreme Court.” 


Professor Lowndes claims that in- 
terpreting the federal income, estate 
and gift taxes imposes too great a 
burden on the Court and is detri- 
mental to the law of taxation. The 
heavy burden of the Supreme Court 
causes an interminable deferment of 
the interpretation of the tax laws. 
“This is an exceedingly awkward and 
dilatory way of interpreting the fed- 
eral tax laws, in contrast with dis- 
posing of tax cases by a single appeal 
to a single Court of Tax Appeals,” 
claims the author. 

In summing up his argument for a 
Court of Tax Appeals, Professor 
Lowndes concludes with the observa- 
tion that “An examination of the 
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Supreme Court’s income, estate, and 
gift tax decisions fails to indicate any 

. virtue or to offer any reason to 
believe that the Supreme Court af- 
fords a more satisfactory forum for 
interpreting the tax laws than some 
more humble tribunal.” 


The Foundation 


The Foundation Directory. Edited 
by Ann D. Walton and F. Emerson 
Andrews. Russell Sage Foundation, 
505 Park Avenue, New York 22, New 
York. 817 pages. $10. 


The foundation is a type of organi- 
zation through which private wealth 
is devoted to public purpose. The 
public purpose of foundations and 
charitable trusts earns for them an 
exemption from federal taxation. This 
directory includes a listing of 5,202 
foundations with combined assets 
totaling more than $11.5 billion, which 
made grants in the last year of $625 
million. This directory is prepared 
by the Russell Sage Foundation, which 
was established by Mrs. Russell Sage 
in 1907 for the improvement of social 
and living conditions in the United 
States. For the year ending Septem- 
ber 30, 1959, it had assets of over $28 


million. 


This directory defines a foundation 
as a nongovernmental, nonprofit or- 
ganization having a principal fund of 
its own, managed by its own trustees 
or directors, and established to main- 
tain or aid social, educational, chari- 
table, religious or other activities 
serving the common welfare. Under 
this definition it excludes “founda- 
tions” which make a general appeal 
to the public for funds, or which func- 
tion as endowments set up for special 
purposes within colleges, churches, 
etc., and small foundations that neither 
possessed assets of $50,000 nor had 
made grants of at least $10,000 in the 
latest year of record. 
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The foundations are listed alpha- 
betically according to state, giving the 
correct name, present address, the 
names of the donors, officers and 
trustees, the amount of assets and 
the expenditures for the most recent 
years. The directory also contains 
a statement outlining the general pur- 
pose and present fields of interest. This 
information was compiled from an- 
swers to questionnaires, from letters 
and personal inquiries, from public 
records in offices of the district direc- 
tors of Internal Revenue Service and 
elsewhere. 


Foundations having an interest in 
education are listed under social 
sciences—economics. The Lincoln 
Foundation in Phoenix, Arizona, is 
one organized specifically to teach, 
expound and propagate the ideas of 
Henry George, particularly as they 
relate to taxation and land rent. 


The Haskins and Sells Foundation, 
with assets of over a million dollars, 
aids projects relating to education in 
the field of accountancy and also aids 
accountants and accountants’ families 
who are in need. 


The Price Waterhouse Foundation 
was established for the advancement 
of higher education in the field of ac- 
countancy, with grants to universities 
and colleges within the United States 
for aid to teachers, scholarships, fel- 
lowships, etc. 


The James S. Kemper Foundation 
was established to assist qualified per- 
sons to obtain an education useful in 
the insurance business. 


The Samuel Bronfman Foundation 
was formed to perpetuate the ideals of 
American democracy, and it finances 
research programs for the study of 
democratic business enterprise by 
means of fellowships and professor- 
ships in colleges and universities. 
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WASHINGTON TAX TALK—Continued from page 72 


purposes by H. R. 2217 introduced 
in the House by Congressman Boggs 
of Louisiana, a member of the Com- 
mittee on Ways and Means. 


The Boggs bill was the first one 
introduced in the new Congress to 
lighten the tax burden of American 
companies and citizens with interest 
in them who have lost their property 
to the Cuban Government. It would 
add a new Section 181 to the 1954 
Internal Revenue Code, effective May 
17, 1959. 

“Especially now that we have broken 
off diplomatic relations with Cuba, 
there is a small chance that our com- 
panies and citizens whose property 
was seized down there—can recover 
their losses,” Congressman Boggs de- 
clared. 


“Therefore, I consider it more im- 
portant than ever before that we try 
to compensate, as best we can, those 
American companies and citizens for 
the unwarranted seizure of their prop- 
erty in Cuba,” he added. 


An important feature of H. R. 2217 
is that it would guarantee to the prop- 
erty owner the right to claim his loss 
as a tax deduction, even though there 
was a possibility that the value could 
be recovered by the return of the 
seized property by. the Cuban Gov- 
ernment. The bill also provides that 
the receipt of any security from the 
Cuban Government shall not be treated 
as a recovery or the receipt of indem- 
nity for any property confiscated in 
Cuba, except on its sale, exchange or 
other disposition. 


In other words, if the sole basis of 
the recovery of the value of the prop- 
erty hinges on the possibility that the 
Cuban Government will return the 
property to the owner, then the own- 
er’s interest is deemed worthless and 
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he can claim a casualty Joss deduc- 
tion for the loss. 


The Treasury 


The Treasury Department has re- 
leased its preliminary report on a de- 
preciation survey it started last July. 
A final report on the survey will be 
issued at a later date. 


The survey, which covered both 
large corporations and small business 
firms, showed that the majority of 
each category were using the new 
liberalized depreciation methods au- 
thorized under the 1954 Internal Rev- 
enue Code. Nearly two thirds of the 
large corporations and three fourths 
of the smaller business firms use the 
rapid depreciation method. 


A majority of the firms answering 
the survey stated they considered 
present depreciation allowances based 
on long useful lives inadequate for 
tax purposes, giving price levels of 
replacement as a major cause for 
inadequacy. 

Business firms were asked to ex- 
press their choice among alternative 
methods of liberalized depreciation 
laws. The majority of both small 
and large firms told the Treasury 
that they preferred a method of de- 
preciation which would give the tax- 
payer freedom to follow his own 
judgment as to useful lives and de- 
preciation methods, consistently ap- 
plied. A smaller percentage indicated 
they preferred adjustments to reflect 
increased price levels, while others 
preferred the statutory depreciation 
bracket system. 


A substantial majority of large and 
small firms also expressed willingness 
to forego capital gain benefits on dis- 
posals of depreciable property to the 
extent of depreciation previously taken 
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NEW COMMISSIONER NAMED 


Professor Mortimer Caplin of the 
University of Virginia 

has been appointed to serve as 
Commissioner of Internal Revenue. 
He is a member of the 

Virginia and New York bars. 


if depreciation methods were liberal- 
ized. Approximately 65 per cent of 
the small firms and 73 per cent of 
the large corporations indicated that 
liberalized depreciation tax laws would 
materially influence their investment 
decisions in a manner which would 
increase their capital expenditures. 


This depreciation survey, when is- 
sued by the Treasury as a final re- 
port, will serve as a guide to the 
tax-law writing committees of Con- 
gress when they consider future changes 
in the tax laws on depreciation. 


The Commissioner 


Beer concentrates.—‘“Instant beer” 
may be just around the corner! The 
Commissioner will hold a public hear- 
ing on March 21, 1961, on his pro- 
posed regulations which would permit 
breweries to produce and market beer 
concentrates. 

The Union Carbide Corporation has 
developed the “instant” beer process, 
and nonexclusive licenses to produce 
and market the process will be offered 
to brewers. The concentrate prepared 
by the Carbide process can be recon- 
stituted into beer by the addition of 
carbonated water. 


Reconstituted beer would be treated 
for all purposes, including the pay- 
ment of the federal alcohol tax, the 
same as beer which has not been con- 
centrated. 


New appointments.— Thomas P. 
McGovern, former assistant regional 
commissioner for intelligence at Cin- 
cinnati, has been promoted to regional 
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commissioner for the IRS New York 
City region. Mr. McGovern has su- 
pervisory jurisdiction over the five 
district director offices in New York 
State. He succeeds Clarence I. Fox, 


who accepted an appointment as di- 
rector of the IRS Office of Interna- 
tional Operations in Washington, D. C. 


The Commissioner also made the 
following appointments in the IRS 
National Office: Clinton L. Walsh 
has been appointed as chief, Analysis 
Branch of the Collection Division; 
and Gordon H. Lemnah has been ap- 
pointed as chief, Audit Methods and 
Technical Development Branch of the 
Audit Division. 

“Social security” rate under the 
Federal Insurance Contribution Act 
not changed.—There has been wide- 
spread confusion on withholding rates 
caused by the increase from 3 per cent 
to 3.1 per cent in the rate to be paid 
by employers only under the Federal 
Unemployment Tax Act (FUTA) 
during calendar year 1961. This act 
affects only amounts required. to be 
paid by employers into the federal 
unemployment insurance fund. It 
did not change the present 3 per cent 
“social security” rate under the Fed- 
eral Insurance. Contributions Act 
(FICA), which is paid by. both the 
employee and the employer to finance 
retirement benefits for workers within 
the social security system. 


Income tax withholding rates re- 
main constant unless changed by Con- 
gress, and under the present provi- 
sions of Code Section 3111 the FICA 
rate remains 3 per cent on both the 
employee and the employer until the 
end of 1962. 


Therefore, computations in the 1960 
withholding tables for both income 
tax and “social security” taxes under 
the Federal Insurance Contributions 
Act are to be used for 1961 and 1962 
calendar-year wages unless later 
changed by Congress. 
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Meetings of Tax Men 


Tax Society of New York Uni- 
versity—The Tax Society of New 
York University is sponsoring a lecture 
on Thursday, February 9, 1961, at 
7:00 p. m. J. Henry Landman, a 
New York attorney, will speak on 
“Tax Economies in Operating a Cor- 
poration” at the Graduate School of 
Business Administration of New York 
University, 100 Trinity Place and 
Cedar Street, New York City. 

Forum on Estate Planning and 
Administration.—Harvey Greenfield, 
president of the Federal Bar Associa- 
tion of New York, New Jersey and 
Connecticut, announces a comprehen- 
sive two-day forum on estate planning 








and administration with emphasis on 
current developments from the tax 
and business viewpoints, to be held 
at the Hotel Statler Hilton at Seventh 
Avenue and 33rd Street in New York 
City on Saturday, February 18 and 
Saturday, February 25 from 9 a. m. 
to 5 p.m. each day. Speakers for the 
forum include experts in the fields of 
estate planning and financial manage- 
ment. Mr. Greenfield will keynote 
the sessions. Reservations may be 
mailed to the chairman of the Tax 
Committee, Bernard Sherl, at 20 East 
46th Street, New York 17, New York. 
The fees are $12 for one day, includ- 
ing lunch and gratuities, and $20 for 
both days. 


“We have to give a reason for an extension? . 
Well, how about saying I'm traveling on business?” 
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Send for These Handy 
Desk Helps Today! 


CCH PRODUCTS COMPANY 
4025 W. Peterson Ave. 
Chicago 46, II. 


Send the quantities of CCH books indicated 
at prices quoted.. (Remittance with order 
saves postage and packing charge.) 


Fill in 
Amt. 


ss 1961 -U. S. Master Tax (1101). Prices: 
1-4 copies, $3 ea.; 5-9, $2.70 ea.; 10-24, 
$2.40 ea. ; 25-49, $2 ea. 


2. Individual Federal Income Tax Return 

for 1960 (1109). Prices: 1-4 copies, $1 
ea.: 5-9, $90 ea.: 10-24, $.85 ea.: 25-49, $.75 
ea. ; 50-99, $.70 ea. 


3. 1961 Everyman's Income Tax (1102). 
Prices: 1-4 copies, $1 ea.; 59, $.90 ea.; 
10-24, $.85. ea.; 25-49, $.75 ea.; 50-99, $.70 ea. 


[] Quote prices on larger quantities with 
our imprint. 


[] Remittance herewith CL] Bill us 
(Subscribers for CCH’s Standard Federal Tax 
Reports receive items 1 & 2; Federal Tax Guide 
Reports, Federal Tax Guide Reports—Control 
Edition receive items 2 & 3; Business and Estate 
Insurance Reports receive item 3; Federal Taxes 
—1961 receive item 2; and Current Law Handy- 
books receive items 1, 2 & 3. They should order 
only for extra copies.) 


Signature & Title 
Firm 
Attention 


Street Address 
1101—076 


City,. Zone & State 


(If ordering by letter or purchase order, 
please attach this card.) 


Make Tax-kKetu 
Be Money Ahea 


1960 rules and significant deci: 
advantage ... find them in these tim 


1. 1961 U.S. MASTER TAX Gl 
tax changes are listed below 
changes reflected in the GUIDE: 


@ New Rules on Travel and Entert 
ment Expenses 


@ Special Tax “Pass Throughs” for | 
Estate Investment Trusts 


@ Local Advertising Charges Excli 
from Manufacturer's Selling Pric 


Completely up to date as of | 
GUIDE shows you how to save tl 
tax returns. It provides the cleare:s 
affect your business or personal in 
on the Internal Revenue Code as < 
Tax Court decisions, the GUID! 
income tax problems with speed an 
tables, check lists covering hundre 
look-up time and prevent costly mi 
pages. Price, $3 a copy. 

2. 1961 EXPLANATION — INDIV 


UAL FEDERAL INCOME 1 
RETURN FOR 1960 INCOME—Desi 
to make return preparation easier, here 
practical reproductions of the principa 
turn forms all worked out with real 
facts and figures for a typical taxp: 
Step-by-step instructions and examples 
prevent errors which could be costly. 
cludes work sheets, check lists of deduc 
and nondeductible items. 64 pages. P 
$1 a copy. 


ORDER YO! 
Prove to yourself there are m¢ 

to look and how to use the rules. 
you plan ahead in 1961. Just fill i 
the left. Your books will be mai 


CCH, Pron 


KR LHHMMNMMNNMNNYH 
BOO 
4025 W. PETERSON A 


urn Time Easier... 
pad After April 15th! 


lecisions spell out tax savings. Use them to your 
» timely CCH tax helps: 


GUIDE—High spots of these important 1960 
-low—and these are only a few of the many 
JE: 


ntertain- ©@ New Tax Savings for Farmers 


@ New Medical Expense Deduction for 
for Real Care of Dependent Parents 


@ New Decision on Depreciation 


xcluded . © New Liberal Rules for Deductions of 
Price Estimated Tax 


of press time, the 1961 U. S. MASTER TAX 
re the most money when preparing 1960 income 
sarest possible explanation on how the new rules 
il income tax, or the tax affairs of others. Based 
as amended, Regulations, controlling court and 
JIDE supplies the answers to current federal 
d and authority. Handy rate tables, withholding 
idreds of income and deductible items, save you 
y mistakes and overpayments. Topical index; 448 


DIVID- 3. 1961 EVERYMAN’S INCOME TAX 
TAX —Available in a brand-new format with 
Designed more tax help, more. tax information on 
here are every page, this new addition is up to date 
cipal re- to reflect every pertinent 1960 federal in 
realistic come tax change to press time. It’s full of 
taxpayer. ~~ answers the average individual wants for 
= —_ preparing tax returns on 1960 income 
oi nctible You'll find it correctly priced for good-will 
Drive distribution, too, In all, 80 pages with rate 

s. Price, 

tables and check lists.. Price, $1 a copy 


OUR COPIES TODAY! 


» more tax dollars to be saved if you know where 
es. CCH tax books can help you now—<can help 
fill in, detach and mail the handy order card at 
mailed promptly. 


DDUCTS, COMPANY. 


NMA MOMOMMOOWWY 
OoOoKS BY MAIL 
IN AVENUE, CHICAGO 46, ILLINOIS 





